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PREFACE TO THE SECOND EDITION 


Every chapter in the book iias been coniplctf'ly rewritten in 
this revision. In addition, new chapters have been added and 
the order in which the chapters appear has txam altered mate- 
rially. Two considerations have motivated these changes. 
First, the significant economic (dianges since the first edition was 
published in 1931 have made obsolete the descriptive sections of 
any economics text that is more than a few years old. Second, 
the continuous use of this book as a text at The Ohio State 
University and at other institutions has disclosed new and 
superior techniques by which the changing subject matter may 
be adapted to the particular neetls of engineering students. In 
this adaptation the views and suggestions of practicing engineers, 
many of whom studied economics as part of their engineering 
training, have been given at least equal weight with those of 
economists who, like the engineers, w^ere kind enough to render 
assistance. 

The principal changes from the first edition are: 

1. A new^ introductory chapter emphasizes the impact of 
technological progress upon the economic .system as well as the 
limitations that economic considerations place upon technological 
advances. 

2. A new emphasis upon “methodology” in the social sciences 
as contrasted with the physical sciences seeks to orient the 
engineering student in this field of study. 

3. A new discussion of the legal background of the present 
economic system is presented in the effort to throw into bold 
relief the foundations of capitalism. 

4. An additional chapter on money and banking gives more 
emphasis to the place of credit in the economic system. 

5. A completely revised chapter and an additional chapter on 
foreign trade and finance emphasize our changing international 
relationships and indicate their significance for the national 
economy. 
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6. The new and enlarged treatment of labor relations explains 
the rapidly changing relationships between employer and 
employee in terms of current problems. 

7. The movement for social security is analyzed in a new and 
enlarged discussion of this vital question. 

8. A new approach to the problem of collectivist economic 
systems is presented in a form that permits a review of the 
economic theory of capitalism. 

9. The revised order in which the chapters are presented is 
the result of continuous experimentation with this vexatious 
problem and embodies an arrangement which seems to give the 
best results in terms of student appreciation of economic prob- 
lems, namely, description of outstanding characteristics of the 
present system, value and distribution theory, and application 
of the theory to the leading problems of the day. 

Acknowledgment of help received in making the revision is 
due a number of our associates, particularly Dr. J. M. Whitsett, 
Edward C. Welsh, Leonard A. Doyle, and Samuel Arnold. The 
thanks of the authors also are due those users of the first edition, 
both teachers and students, who have been kind enough to make 
helpful criticisms and to give suggestions. 

Edison L. Bowers. 

R. Henry Rowntree. 

The Ohio State Univeesitt, 

September , 1938. 



PREFACE TO THE FIRST EDITION 


The significant part played by the engineering profession in 
our present economic life requires every technical student to 
have a knowledge of economic principles. The importance 
of this knowledge has been indicated, in the following words, 
by The Society for the Promotion of Engineering Education: 

Recently the Dean of one of the large schools of Business Administra- 
tion defined Engineering as “applied economics.” Whether one 
agrees with the definition or not, one cannot avoid the conclusion that 
a knowledge of economic theory, accounting, and statistical analysis is 
absolutely essential in modern business, and that if the engineer is to be a 
leader in modern business he must possess this knowledge.^ 

“Economics for Engineers” has been prepared to meet the 
real need found by many teachers of economics, as well as by 
The Society for the Promotion of Engineering Education, for 
a practical presentation of economic principles and problems 
designed especially for engineering students. 

“Economics for Engineers” differs from the usual economics 
textbook in three respects: 

1. The treatment of the subject has been made as concise as possible. 
The demands now made upon the time of engineering students are so great 
that they cannot be expected to master successfully a lengthy presentation 
of the subject-matter of economics. 

2. Some important aspects of business activity not ordinarily included in 
economics textbooks, such as marketing, investments, and insurance, are 
discussed because many engineering students would have no other oppor- 
tunity to study them. 

3. The emphasis throughout the book is directed toward the engineering 
aspects of economic theory and business activity. Accordingly the dis- 
cussion of such a topic as valtie is less extensive, of costs is more complete, 
and of pricing is more practical than is usual. 

The purpose of the book is, therefore, to present a factual basis 
for a practical understanding of the economic life of which every 
engineer is inescapably a part. 

The increasing complexity of economic activity requires the 
order of treatment of the various topics to deviate somewhat 

‘“Report of the Investigation of Engineering Education: 1923-1929,” 
Vol. 1, p. 1039, Society for the Promotion of Engineering Education, 1930. 

vii 
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PREFACE TO THE FIRST EDITION 


from the traditional “natural” unity and arrangement. Some 
aspects of public utilities, for example, are discussed in several 
different chapters. This procedure is necessary for the same 
reason that engineers do not study automobiles as such, but 
rather study physics, chemistry, electricity, and internal com- 
bustion motors. The treatment in “Economics for Engineers,” 
in view of the readers for whom the text is primarily intended, 
has thus been adapted to the special needs of these professional 
students. 

In writing this book we have become indebted to a number of 
persons whose ideas, suggestions, and writings have been very 
helpful. We wish particularly to express our thanks to Dr. 
Joseph J. Spengler of the University of Arizona, Dr. Henry 
B. Hass of Purdue University, Professor Sada A. Harbarger, 
Mr. D. M. Shonting, and Mr. J. M. Whitsett of The Ohio State 
University. With these friends we gladly share any merit 
the book may have, but we in no sense hold them responsible 
for any of its imperfections. 

Edison L. Bowers. 

R. Henry Rowntree. 

The Offlo State University, 

April, 1931. 
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CHAPTER I 

ECONOMICS AND ENGINEERING 


We live in a changing world. Some of the things we see about 
us will be changed before the day is over; many more things will 
be altered by the end of the year; most of the things with which 
we are familiar inevitably will be changed long before our normal 
life span draws to a close. Yet these changes are not confined to 
the arrangements of the calendar, or to political boundaries, or 
to any one set of camsal circumstances. Some of the changes lie 
wholly within our control; most of them are beyond the control of 
any individual or group of individuals. Some of the changes can 
be predicted; many of them cannot. All of them have effects, 
good or bad, trivial or far-reaching, upon people and institutions 
not only near at hand but in the four corners of the earth. 

Economic Interdependence. — Change is significant because of 
a high degree of economic interdependence. So closely coordi- 
nated is the mechanism of modern civilization that a change 
occurring in any one sector is likely to affect many other parts. 
(jPeople generally do not live and work in isolation; they depend 
upon one another for many things. The degree of interdepend- 
ence has increased steadily, partly because of a marked increase 
in the number of persons living in a given area, which has neces- 
sitated changes in the methods for satisfying human wants; 
partly because of an extension of the profit motive, indicative of 
the acquisitive nature of our society, which forces contacts with 
and dependence upon others; and partly because new inventions 
and discoveries are bringing people closer and closer together, 
sometimes for mutual cooperation in peaceful pursuits and some- 
times, unfortunately, for conflict.^ 

Perhaps the significance of our interdependence is impressed 
upon us most in our daily efforts to make a living.) The day of the 
backwoodsman who was sufficient unto himself for all his needs 
has long since passed away, exc(‘pt in a few remote parts of the 
world. 'Dependence upon others for the necessities of life is so 
acute that most persons would starve if deprived for even a brief 
period of commodities produced by others./ The basic food sup- 

3 
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ply of most large cities would be depleted in less than a week, and 
in the case of milk in less than a day, were the warehouses and 
stores not constantly replenished by an endless procession of trains, 
ships, and motor trucks. Literally thousands of persons cooper- 
ate in the preparation of a simple breakfast. 

(^Interdependence is to be found not only in the consumption of 
goods but also in their production^ In aircraft manufacture, for 
example, the work has been so thoroughly divided that any one 
workman performs only an exceedingly small part in the fabrica- 
tion of an airplane. Furthermore, some parts of the plane usually 
are purchased from other producers. Thus a company which 
specializes in large passenger planes may make the fuselage but 
purchase the motors from another company, the propellers from a 
second firm, and the landing gear from a third. The producer 
of motors in turn may buy spark plugs, carburetors, and other 
parts from a dozen other companies. In all, perhaps a hundred 
or more separate and distinct producers may be involved and, if 
this voluntary cooperation is considered in the field of the prep- 
aration of raw materials and semi-finished products, the number 
of producers may reach many thousands. 

[ Interdependence in manufacturing fields requires a high degree 
of coordination. JpThe products of several plants may be synchro- 
nized by the use of exact engineering specifications and by the 
application of economic principles of costs and returns.) ^ithin 
any producing unit, the greater the division of labor and the use of 
complicated machinery, the greater are the opportunities for 
enlarged output at low cost but the greater, also, is the possibility 
that there may be inadequate coordination, with resulting wastes 
and inefficiencies. | The steel industry offers one of the best exam- 
ples of synchronization. In the most modern type of hot strip 
mill, rolls of hot steel race out at a speed of nearly half a mile a 
minute. To produce this remarkable result some 600 men work-, 
ing at a series of connected machines must time their efforts to the 
split second. If one operator neglects his machine long enough 
for a strip to “buckle back,” a roller may be broken and the entire 
operation halted for several hours with a loss of thousands of 
dollars. 

^ The evidence of growing economic interdependence is every- 
where about us. Each time an article or a service is bought and 
sold someone is showing his dependence upon someone else. 
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Each time goods pass in transit, on land, on sea, or in the air, 
someone is registering his dependence upon others. ) A steel strike 
in Pennsylvania or Illinois may curtail automobile production in 
Michigan or retard building operations in New York; may force 
coal mines in West Virginia or Kentucky to close and ore boats on 
the Great Lakes to remain idle. Railroads in a score of states 
may feel the effects of reduced carloadings. Some people will 
have less money to spend for California fruits or Oklahoma oil or 
thousands of other domestic and foreign commodities with harm- 
ful results to people in all walks of life. The declaration of war or 
even the threat of armed strife on the other side of the world may 
induce a frenzy of activity in the scrap-metal market of the United 
States ; may raise the price of American grains and beat down the 
market value of American stocks; may force drastic revision of 
American shipping policies and raise the premium rates on the 
insurance of goods in ocean tranat. 

Economics and Engineering. — (‘Engineering” has been defined 
as “the conscious application of science to the problems of eco- 
nomic production.”* The essence of engineering is to change 
something but, as this definition implies, the change must be 
made in an economic manner. Therefore the word “economic,” 
which will be discussed in detail in the following chapter, is the 
connecting link between engineering and production. Because of 
the high degree of interdependence noted above, any change in 
production necessarily will have effects, desirable or undesirable, 
upon persons, things, and institutions. In other words, engineer- 
ing achi(‘yemcnta vitally affect the economic system.) Equally 
important is the fact that the practical achievements of engineer- 
ing depend upon the economic system. These important 
causal relationships will now be analyzed in some detail.) 

I. THE IMPACT OF ENGINEERING ACHIEVEMENTS UPON THE 

ECONOMIC SYSTEM* 

/"Engineering achievements exercise a profound influence upon 
the operation of the economic system. Methods of fast transpor- 

1 Harding, Francis, and Donald Canfibld, “Business Administration 
for Engineers,” McGraw-Hill Book Company, Inc., 1937, p. 3. 

*The Report of the Subcommittee on Technology to the National 
Resources Committee, “Technological Trends and National Policy,” 1937 
(Superintendent of Documents, Washington, D. C.), has been drawn upon 
for some of the material in this and the following section. 
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tation, rapid communication, or cheap transmission of power; new 
ways for constructing old things; new uses for new things — in 
short, 

causedjiairreaching modificationsof parts of the economic system 
and of the economic and social status of people living within the 
system. _ 

^Engineering achievements exert their impacts upon the eco- 
nomic system through primary and derivative effects.) Some 
primary effects of introducing tractors on farms, for example, are 
the replacement of horses or mules, the purchasing of gasoline and 
oil, and perhaps the throwing of two or three fields into one. 
Each primary effect may have many derivative effects which, in 
turn, may have still more derivative effects.. 


Thus, as the tractor replaces animals on farms there follbws as a 
derivative influence less need for h{jrso feed, which means that the land 
used for growing such feed is turned to other uses. This is a secondary 
effect. As land formerly used for stock feed yields other crops, the 
quantity of other agricultural products is increased, which tends to lower 
their prices. These lower prices are, in turn, mirrored in land values, 
perhaps in demands for tariff protection. Thus tliese various derivative 
influences occasion effects, secondary, tertiary, and so on. Each effect 
follows the other much like links in a chain, except that the succeeding 
derivative effects become smaller and smaller in influence. The effect 
of the tractor on lobbying for a higher tariff is very slight in comparison 
with other forces. A derivative effect in another direction is the 
stimulation the tractor brings to the cooperative movement in various 
ways, but especially in the purchase of gasoline. ‘ ’ 


Inventions and Patented Processes. — Now engineering devel- 
opments usually are preceded by a series of inventions and new 
processes which do not exert their social effects, on the average, 
for some 30 years. A banker once defined invention as that 
activity which made his securities insecure. An invention by its 
very nature suggests changes with far-reaching consequences. 
Usually it means that one thing is to be substituted for another. 
Of the four material factors which determine the well-being of 
nations — invention, population, natural resources, and economic 
organization — invention changes most frequently and hence is 
most often a cause of other changes. Invention is becoming 
increasingly a matter of directed laboratory research. Corpora- 
* “Technological Trends and National Policy,” 1937, p. 9. 
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Uons are in the anomalous position of having to finance research 
which continually upsets present methods. As one of the great 
researchers, Kettering, puts it, “one of the research man’s jotws 
is to keep you reasonably dissatisfied with what you have.” A 
corporation which anticipates the findings of competitors need 
not be taken off its guard by the sudden introduction of new 
processes. 

About 50,000 patents a year are now being granted in the 
United States. Over 20,000 basic patents alone are outstanding 
on carburetors for gasoline motors. Patent requests for air- 
conditioning equipment are coming in at the rate of 300 a day. 
So persistently do researchers s(*ek to overcome serious obstacles 
that one finds, for example, twenty-five distinct ways for combat- 
ing fog, J-he great bog<’y of air})lane flight. The plane, the pilot, 
the landing field, the atmosphere, and the weather all come in for 
consideration. 

Typical of the inventions which have materially affected a wide 
diversity of manufacturing oi)erations is that of welding, includ- 
ing the promising development of brazing. 

The results affect much more than just the direct engineering economy. 
The more skilled trade of welder replaces that of riveter. The fearful 
noise of riveting is eliiniuatcd. Metal is economized, and capital is 
further saved through assembly savings and the greater durability of 
welded products. Longer life, by diminishing replacement, tends to 
slow up invention. Welding, more than riveting, but less than casting, 
fosters neatness of form, curves, streamlining, and the new art style 
of metal architecture. It heli)s especially in the manufacture of air- 
planes, automobiles, high-si)oed trains, and many other devices, mostly 
in transportation that esp(*cia!ly need lightness, trimness, (>r permanently 
tight joints. Welded ships are being btiilt. The shij)building trades of 
riveter and caulker may eventually become obsolete. By related 
devices, machining is being reduced by “flame machining” with the 
oxyacetylene torch, and metal is btang cut by the “electric arc cutting 
saw.”^ 

Another discovery which has revolutionized many branches of 
industry is high-speed tool steel. 

This introduction of one simple improvement so changed the industrial 
picture in this country that the efficiency of all industries underwent an 
estimated increase of some 15 percent. In other words, the increased 

1 Ibid., p. 25. 
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productivity of all industries, due to the introduction of high-speed tool 
steel, amounted to about 8 billion dollars per year. All this was accom- 
plished by the utilization of about 20 million dollars’ worth of these 
special steels per year plus, of course, the required additional investments 
in new machines. This is one of the most phenomenal examples of the 
immense effect of one small development.^ 

Probably the leading invention of the twentieth century from 
the standpoint of multiple uses and their effects upon many 
aspects of the economic system is the photo-electric cell form of 
the electron tube, popularly known as the electric eye. 

This eye sees everything that the human eye can see and more. It is 
even said to be able to detect certain kinds of counterfeit money. It 
will distinguish colors better than human beings can do. When it is 
joined with another form of the electron tube, the vacuum tube, it 
becomes able to act on what it sees. Thus it sees a waitress approaching 
a door with trays in both hands and at once swings the door open for her 
to pass. Unlike a human being it does not suffer from fatigue. For 
instance, in a factory it can watch the tin cans go by on a belt, pick out 
the defective ones, letting only the good ones go by. This monotonous 
work can be done without strain for as long hours as the manager 
wishes. That it will cause unemployment is obvious, but it will also 
lighten the tasks of the workmen. Indeed it brings the automatic 
factory and the automatic man one step closer. It may be used to 
regulate automobile traffic, to measure the density of smoke, to time 
horse racing, to read, to perform mathematical calculations. Hardly a 
month passes without some new use of the photo-electric cell being 
reported. Indeed it will require decades to learn the many things this 
versatile instrument can do.^ 

The Significance of Transportation. — The cumulative effects 
of long years of engineering developments probably are seen more 
clearly in transportation than in any other industry. Steam- and 
later electric- and gasoline-powered transport have had and are 
haying profound effects upop the economic system. It is highly 
improbable that the 3 million square miles comprising our forty- 
eight states could have been held together without an efficient 
transportation system. Certainly the division of labor described 
above could not be carried out without means for transporting 
goods and people. Just as the railroads caused cities to spring up 

* Ibid., p. 354. 

* Ibid., p. 5, 
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all over the country, so the automobile is changing them, “hurling 
their population with a centrifugal force outward into the suburbs 
and drawing into an ever-widening trade area inhabitants from 
remote regions.” ^ The automobile has destroyed some industries, 
modified others, and created new ones, ' Through direct competi- 
tion the electric lines between many towns and cities have per- 
force been abandoned; The entire petroleum industry had to be 
overhauled. - In 1909, for example, gasoline represented less 
than 10 percent of the petroleum distillates, but in 1934 it rep- 
resented 44 percent. Automobile tire and accessory factones, 
garages, and filling stations have sprung up on every side, giving 
employment to thousands. -Schools have been centralized ; bet ter 
highways have been built; real estate values have been altered; 
automobile accidents have greatly increased.'' 

Air transport appeared about the time people were becoming 
adjusted to some of the major changes brought by the automobile. 
What its future will be is a matter of conjecture. “Forecasts 
written 20 years ago in a spirit of scientific caution, seem stupidly 
unimaginative today.” In the light of the progress being made in 
the superoxygenation of the air, the improvement of Diesel 
engines and of fog-control devices, and particularly the develop- 
ment of steep-flight aircraft, the possibilities appear to be 
unlimited. 

. The consequences to aviation and civilization from the power of 
landing and taking off almost anywhere promise to be immense, multi- 
plying the usefulness and safety of aircraft many fold. Almost all of 
the globe would be open to air traffic, including the places today least 
accessible to fast land or air transport, such as wildernesses, mountains, 
ships, and city centers. The present airplane type doubtless will 
continue in use for high-speed, long-distance, large-unit traffic; steep- 
flight aircraft may be expected to supplement the airplane, not to sup- 
plant it. For example, the highest paying demand for aviation is for 
transporting passengers, mail, and express l>etween the centers of great 
cities. The slow trip through crowded streets to the airport at the edge 
of the city is a drawback to long flights and a preventive of short flights. 
But the “roof-hopper” would know no such difficulties. If it will soon 
be practicable to put passengers or mail aboard a steep-flight aircraft 
in the center of a city and fly to a suburban airport on cheap land in a 
few minutes it may not be worth while today to build airports and buy 
expensive land near city centers. ‘ 

‘ lUd., p. 28 . 
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vtl. THE IMPACT OF THE ECONOMIC SYSTEM UPON 
ENGINEERING ACHIEVEMENTS 

. Paradoxical as it may seem, the force which has done most to 
raise an increasing proportion of mankind from a condition of 
savagery to what we have chosen to call civilization is also respon- 
sible for the creation of many of the economic and social problems 
confronting us today.^ Technology^ itself is not to blame for 
mixing unfavorable results with desirable ends. The difficulty 
arises in the way technology is applied, the uses to which it is put,*'" 
and the inability of individuals, businesses, and governments to 
make adjustments rapidly enough to avoid the serious dislocations 
caused by technological advances (in raising the standard of 
living through the reduction of scarcity, technology sometimes 
permits certain groups in sociity to reap large gains, others to 
share only to a limited degree, and still others, perhaps, to be 
definitely harmed.) /To take a historical case. Watt’s develop- 
ment of the steam engine (1769), by demonstrating how to turn 
heat into mechanical power effectively, made possible greater 
human happiness in years to come but temporarily increased 
the hardships of some persons. ^His invention changed England 
from an agricultural to an industrial country and led to a tre- 
mendous increase in production, but it also sent mon* women and 
children from the homes into the factories, where work was some- 
times carried on under most unwholesome conditions. The con- 
gestion of the towns and cities increased, more accidents occurred, 
and the workers, now cut loose from the soil, became the victims 
of unemployment as the new technology intensified, even though 
it did not originate, economic depressions^ The state assumed 
more control over the lives of the people as the government 
gradually increased its regulatory control over business. Higher 
taxes necessarily followed the expansion of government activity 
and more and more persons identified themselves with political 
or economic groups in order to exercise more control over their 
affairs. - 

Resistance to Change.-\-Those who promote engineering 
acliievement encounter many types of resistance, not all of which 
are economic in character. Some resistance is just plain inertia. 

* The term "technology” ia used here to include chemiatry, phyaica, and 
otlier physical aciencea along with engineering as such. 
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Hard work may be required to make a change# Sometimes 
psychological factors of habit and fear and the tendency of groups 
to coerce their members to uniformity are forces toward resistance 
to changed Timiji,£ftjij|a^^ 

frequently they introduce sentimentalism and even religion into 
their fight for the maintenance of the status quo. The introduc- 
tion of the steam locomotive was opposed in England because 
some people thought it would interfere with fox hunting and with 
the peace of the countryside. When the train was finally 
introduced, its speed was limited by law to 4 miles an hour on the 
pretext of safety. Arkwright's spinning jenny met the resistance 
of both workers and landowners, the former because of the fear of 
loss of employment, the latter because they did not wish to be 
taxed to pay for the unemployment. Chauncey Depew, one- 
time president of the New York Central Railroad, warned his 
nephew not to invest money in Ford Motor stock because he 
thought “nothing had come along to beat the horse." The first 
Packard car lent some support to this view when it put a whip- 
stock on the]dashboard as standard equipment. In 1840 the bath- 
tub was denounced as an “epicurean innovation from England 
designed to corrupt the democratic simpli(dty of the Republic." 

^Resistance to change frequently is financial.^ Turnpike com- 
pabies objected to free roads because they profited from tolls. 
Owners of stagecoaches opposed railroads because of the fear 
of loss of business. Prefabricated houses have met the resistance 
of financial institutions who hold mortgages on existing dwellings. 
The scrapping of new equipment is costly and bankers often 
oppose it. ^Where competition can be controlled through monop- 
oly devices there is less pressure for change.^ . 

V.Some resistance to change has been fostered by the skepticism 
of fellow scientists and of the public generally^ Thus in 1880 the 
English scientist Osborne Reynolds advocated the use of rope 
drives in preference to electric-power transmission, which he 
considered to be impractical. Edison's invention of the incan- 
descent lamp was referred to by the then president of Stevens 
Institute of Technology as a “ conspicuous failure." The Popular 
Science Monthly rebuked Langley for suggesting that air trans- 
portation would become common. In 1903, Simon Newcomb, 
dean of science, wrote: “May not our mechanicians have to admit 
that aerial flight is one of that great class of problems with which 
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man can never hope to cope and give up all attempts to grapple 
with it?” 

^^.JEtogineeiing and “Economic” Production.^4^ new invention is 
" useless until the cost of the new method has been reduced suf- 
ficiently to permit it to realize a pr.ofit in competition with older 
methods. ^Thus electrical engineers could undoubtedly design 
more efl&cient transformers than those in operation today if silver 
wire were used instead of copper; but the construction of such 
transformers would be so expensive as to prohibit their profitable 
operation under present conditions^ > Similarly, mining engineers 
have shown that present methods of coal mining are inefficient 
and wasteful. When coal is taken only from the larger veins, the 
smaller seams often cannot be utilized at all in later years. Thus 
the present costs of mining small seams as compared to those for 
large seams of coal may result in the permanent loss of a consider- 
able portion of our coal reserves. The physically more efficient 
method of utilizing natural resources is not applied in practice 
because of the economic factor of cost. Mineral production 
generally is conditioned by two opposing forces : exhaustion versus 
mineral technology. As richer fields become exhausted and the 
price of the mineral tends to rise, more money can be invested in 
mining techniques which permit the handling of low-grade ores at 
less cost. 

When the economic system becomes disturbed and existing 
equipment is used only at partial capacity, few new inventions are 
utilized, except to reduce labor costs. In 1932, for example, 
purchases of industrial machinery declined 74 percent from the 
annual average for 1919-1929. A return to hand and small-scale 
production methods, practiced so widely during the depression as 
a means of providing work for more persons, necessarily curtails 
the advance of technology. In private industry the shrinkage of 
markets necessitates the temporary abandonment of mass-produc- 
tion techniques in favor of methods which will 3deld greater 
financial return in the face of the declining market.- 

^he lighting of highways by high-pressure mercury lamps 
depends upon a volume of traffic) sufficiently heavy to make 
special provisions for 24-hour capacity. Likewise, rural electri- 
fication programs depend upon a sufficient density of population 
to enable power to be furnished at rates within the means of the 
persons to be served. If both sets of economic factors are satis- 
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factory it is possible to combine highway lighting and rural 
electrification. There are many arguments, both technical and 
economic, for the electrification of railroads, but the change is so 
costly as almost to double the capitalization of a road, and this is 
an economic consideration which must not be overlooked. Mod- 
ern electric light is estimated to save a million dollars daily. 
The tungsten required for making bulbs would not represent a 
value, at the mine, of more than $200,000. Under these condi- 
tions it would be feasible, if it ever becomes necessary, to pay a 
much higher price for tungsten or for a substitute if tungsten is no( 
available. ‘ 

The prices of raw materials have an important bearing upoi 
chemical processes. During the World War acetone was made 
from corn. As the price of corn rose, cheaper fermentable sugars 
were sought, and now the price of molasses is low enough to 
permit its use instead. Produced concurrently are several 
alcohols. One of them, butyl alcohol, originally had no use, but 
the chemical industry canvassed the possibilities of this cheap 
raw material with the result that it is now used as a solvent in the 
manufacture of a lacquer which has revolutionized the coating 
industry. 

iThe case of chlorine is an interesting one from the standpoint 
of chemistry and economics. Chlorine was originally a relatively 
valueless by-product obtained from the manufacture of caustic 
soda by the electrolysis of brine. At times the chlorine was a drug 
on the market. Then new uses were found for it in various 
chemical processes, such as the sterilization of water. The 
petroleum industry began to use more chlorine. Meanwhile 
other uses developed for caustic soda, such as the making of rayon, 
but the demand for chlorine outstripped the demand for caustic. 
The main product and the by-product had in a sense been 
reversed. Then the search began for an economical way to 
produce chlorine. Research had shown that this step could be 
accomplished by treating salt with nitric acid. Salt was cheap 
but nitric acid was expensive. However, the by-product in this 
process was not caustic soda but a salable grade of sodium 
nitrate, usable in agriculture. At this point research in metal- 
lurgy bridged the gap by providing stainless steel; this permitted 
the making of equipment which would not be attacked by nitric 
acid, thereby reducing its cost. | 
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EUstorical Interdependence of Economics and Engineering. — 

[^he close interdependence of economic and engineering factors 
may be seen clearly in the parallel historical development of our 
economic and technological heritage.^ When Alexander Hamilton 
made his famous “Report on Manufactures” in 1791 the first 
steam engines were just being introduced into factories to propel 
Cartwright’s crude spinning machines. Ships still depended 
upon wind power. Goods were moved overland by beasts of 
burden. Only a few inventive minds had any vision of steam 
railroads. Only a few small newspapers were being published. 
The time was over a half century too early for Morse’s first crude 
telegraph. The small manufacturers of leather goods, snuff, 
paper, hair powder and gunpowder, and copper, brass, and iron 
products complained bitterly of a “want of capital” and a 
“shortage of labor,” as well they might, for the small savings of 
the people permitted little capital accumulation and most persons 
were engaged in agricultural pursuits. When the Constitution 
was signed (1787), there were only three successful banks in the 
whole country. The surplus food produced by nineteen farmers 
was sufl&cient to feed only one city resident. Today, nineteen 
people on farms can produce enough food for fifty-six non-farm 
people, plus ten living abroad. Within the past 100 years the 
proportion of all gainfully employed persons engaged in agri- 
culture has dropped from about 75 percent to 20 percent. Never- 
theless, the ever-present farm problem, in respect to some 
products at least, still seems to be associated with overproduction. 

In 1810 the total value of gold “panned” in the United States 
was only $2,463, a quantity too small to support a gold-money 
system. Fifty years later the annual production was valued at 
46 million dollars while today it is well over a billion. The old- 
time prospector has given way to the science of exploration. In 
1840 only 100 tons of copper were mined. The price was too 
high to make its use common. As late as 1870 annual steel 
production was reported to be only 68,750 tons, an amount 
sufl&cient to supply the present automobile industry for only a few 
days. In 1870 total deposits in banks amounted to a little over 
2 billion dollars ; 60 years later they amounted to 50 billion. The 
country as a whole had changed from a debtor to a creditor nation. 
Industry and trade were expanding. As the tempo of economic 
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life quickened, changes multiplied; economics and technology 
were coming closer and closer together. 

The twentieth century brought with it new developments of 
outstanding economic and engineering importance. Perhaps 
those with the most far-reaching effects are associated with the 
automotive, aviation, and electrical industries. The late 
Theodore Roosevelt was commended for his characteristic 
courage when he rode in an automobile in 1900, but today there is 
one automobile for every five persons. In 1903 Orville Wright 
kept his first plane aloft at Kitty Hawk for 59 seconds, while in 
1937 over 2,300 airports and landing fields were in use and more 
than 549 million passenger miles were flown by transport planes 
in the United States; though still less than one percent of the miles 
traversed by the railroads, air mileage is increasing at a rate so 
rapid that no one can predict the outcome. From 1914 to 1925 
the total sales in the radio industry increased more than 22,000 
percent. Radio enormously increased the audience for the 
spoken word. Whereas only a few hundred persons were able 
to hear Lincoln’s address at Gettysburg, millions now can assem- 
ble about their own firesides to hear a talk by the President of the 
United States. Today the power of the spoken word in religion, 
in politics, in education, in business, and in every phase of our 
lives is exerting a tremendous influence. Tomorrow, when 
television will allow us to s('e as well as to hear, what new forces of 
control will bear upon our lives? 

Meanwhile, progress was being made in the extension of the 
more homely things. From 1913 to 1927 the number of bathtubs 
in use among the non-farm population increased over 9 million. 
Residence telephones increased over 5 million, and the number of 
domestic light and power customers increased over 13 million. 
So great has been the turn to electricity that the United States 
now uses as much electric power as all the rest of the world com- 
bined. In 1920 only 10,000 electric household refrigerators were 
sold, but by 1934 the annual sales had risen to 1,390,000 units. 
Although Edison produced the first commercially successful 
incandescent electric lamp in 1879, it u'as not until 1906 that the 
number marketed reached 57 million. In 1935, however, the 
number sold was 413 million, each lamp costing only half as 
much to operate and giving four times as much light as did 
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the early globes. Of the 21,285,000 homes wired for electricity in 
1936, irons were used in 97.2 percent, toasters in 49.8 percent, 
washing machines in 48.8 percent, sweepers in 48.3 percent, clocks 
in 41.1 percent, refrigerators in 34.2 percent, and ranges in 6.8 
percent. 

The “Next” Hundred Years. — What does the future hold in 
store? It should be clearly realized that centuries, decades, and 
years are merely devices to measure intervals of time; progress is 
not confined to calendar arrangements. A new hundred years 
begins at any time. Important economic changes can take place 
either as a result of one outstanding development, such as the 
gasoline-driven motor vehicle, or as a result of several related or 
unrelated developments. The Subcommittee on Technology of 
the National Resources Committee believed the following inven- 
tions and processes would be likely to have the most far-reaching 
effects: The mechanical cotton picker, air-conditioning equip- 
ment, plastics, the photo-electric cell, artificial cotton and 
woolenlike fibers made from cellulose, synthetic rubber, pre- 
fabricated houses, television, facsimile transmission, the automo- 
bile trailer, gasoline produced from coal, st(“ep-flight aircraft, and 
tray agriculture. New and equally important develoi)ments may 
be added to this list in the near future. At any time some 
private inventor or laboratory research workc'r may announce a 
discovery which will affect economic relationships profoundly and 
which in turn will be greatly influenced by economic adjustments. 

Vfil. ENGINEERS MUST BE ECONOMISTS 

Engineering and economics are closely related through the 
life experience of engineers. These experiences indicate that 
many engineers sooner or later assume positions which require a 
working knowledge of economics. Engineers not only have 
risen to the head of engineering firms, but also have been made 
presidents of manufacturing corporations of many types, of 
transportation and shipping agencies, stores, banks, trust com- 
panies, non-profit foundations, universities, and other institutions. 
Engineers are, or have been, governors, members of state legis- 
latures, members of Congress, and members of the cabinet and 
have held many other important political posts, including the 
presidency of the United States., 
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Engineers in every city in the world occupy^ positioiQfi in design- 
ijg, estimating, supervising, producing selling, and servicing 
activities which require them to deal with such economic matters 
as prices, wages, labor relations, interest rates, bonds, stocks, 
b^ance sheets, taxes, banks, money, credit, insurance, economic 
indexes, business cycles, social security, or government control, 
to mention only a few of an almost endless and ever-changing 
list of items which are encountered in the conduct of modern 
business. According to the Alfred P. Sloan Foundation of New 
York City, 'the chance that a person with engineering training will 
rise to an executive position in industry is now thirty times as 
great as that enjoyed by non-engineering graduates. 

Every engineer, regardless of his position, is a consumer just 
as he is a citizen and, presumably, a voter. If the engineer is to 
discharge the duties of a citizen intelligently, it is necessary for 
him to be a well-informed consumer with an understanding of the 
true “inwardness ” of the economic system in which he lives; and 
it is for this reason, finally, that the engineer needs to be familiar 
with economic analysis. ^ 


Problems 

1 . “Boulder Dam and the Great Pyramid of Egypt have practically 
identical volumes. It is estimated by historians that some 100,000 men 
labored 20 years in the construction of the pyramid, while only 1,200 men 
in less than 2 years built Boulder Dam.” 

In a statement of about 200 words enumerate the general causes which 
you think explain the change in construction eflBciency represented by those 
two projects. 

2 . “The money spent t4> build 100 miles of roads in 1922 would have 
built 170 miles in 1932.” Explain. 

3 . “Civilization would have advanced more had the Ancients been more 
interested in metals and less in philosophy.” 

“Steam turbines do not fit in with the Age of Pericles and Fords in the 
Roman Forum w^ould be the height of incompatibility.” 

With which of these statements are you least in agreement? Are the 
statements inconsistent wdth each other? 

4 . It is estimated that, on the average, Americans now travel about 
2,000 miles per year, about four times as many miles as in 1920. List some 
of the many things which have been changed by this increase in travel. 

6 . If all bitu ' rous coal mined in 1935 had been subjected to low- 
temperature f nization, it might have yielded 100 million barrels of 
motor fuel — jut one-fourth of the domestic demand — ^but it would have 
been necossr ry to dispose of some 280 million tons of low-temp>erature coke. 
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What economic factors made it impractical to convert the coal? What 
factors might change the situation at some future time? 

6 . “Adequate fuel storage at power plants may prevent emergency 
shut-downs; it smooths out demand curves at mines and makes it more 
diflScult for workers to win a strike.” Just how may this result come about? 

7 . “The early conception of fertilizer was to make two blades of grass 
grow where one grew before; now it is to make a crop yield $2 instead of 
$1.” Wherein is the difference between these two conceptions? 

8 . What types of engineering techniques are involved in TV A? What 
general economic problems have been solved? W^hat new problems have 
been created? 
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CHAPTER II 


BASIC CONCEPTS 

Economists have not developed a special vocabulary of scien- 
tific terms in the manner of the physical sciences. Rather they 
have used terms common to everyday speech, but special mean- 
ings have been attached to these terms. Therefore the student of 
economics must familiarize himself with these particular meanings 
if he is to understand economic analysis. 

The Nature of Definition. — Careful definition and consistent 
use of terms are aids to clear thinking and thus to the prompt 
communication of thought. When a person is confronted with a 
problem, either theoretical or practical, he may find himself 
confused either because he does not see the premises clearly or 
because he does not know exactly wdiat it is about which he is 
thinking. In the second case he may think more clearly if he can 
define the words by means of which he attempts to express his 
thought (see Probs. 11 and 14). When words can be defined, they 
can be understood. A word is understood when its users know 
what it is to which the word refers or when they can use it signif- 
icantly in combination with other words. 

A definition is a simplification of the form: We are going to 
use X to express what ABC expresses. For example, the term 
“second cousin” may be defined: 

“Second cousins” are “those whose parents are first cousins.” 

“First cousins” are “males or females of which one parent of 
the one is brother or sister of one parent of the other.” 

Since the meaning of the term “parent” is well known, the 
chain of definitions need not be carried further. Thus a definition 
is a declaration that a certain symbol is to have the same meaning 
as a certain' other combination of symbols whose meaning 
already is known. 

Meaning of “Economics.” — Scarcity is the basis of economic 
problems. Prices arise because men desire commodities which are 
scarce. Thus economics may be defined as the social science that 
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deals with human interests from the standpoint of price. In 
terms of another common definition, economics is the social 
science that deals with the wealth-getting and wealth-using 
activities of man. Either statement involves three important 
points which require further examination. 

Economics, in the first place, is a social science and not a physical 
science. It is concerned with the relations of man to man and of 
man to nature, rather than with the physical, chemical, or 
biological laws of nature themselves. Principles of economics are 
built in part upon physical laws, of course; but there would be no 
problems of economics unless men themselves were present. 

Economics, in the second place, is a social science for the reason 
that it deals largely with groups of men rather than with individu- 
als. Present-day men are economically interdependent. The 
high degree of specialization in modern life makes each man 
dependent on his neighbors for the great majority of goods and 
services which he consumes and so involves him in the economic 
problems of the community as a whole. 

Economics, in the third place, deals largely with the problem 
of values, or prices. Each science is known by its point of view. 
Mechanics measures an engine in terms of horsepower, and 
dietetics measures an egg in terms of calories. Economics 
measures the value of both engines and eggs in terms of dollars. 
Although such aspects of economics as consumer buying habits or 
employees’ working conditions cannot be measured directly 
by prices, most economic questions really involve value 
problems. 

Utility . — Individuals desire goods and services because they 
think that wants thereby will be satisfied. It makes no difference 
whether the wants in question are serious, frivolous, or definitely 
harmful or whether the particular commodity or service actually 
will serve to satisfy this want. The belief of the consumer 
that the expected satisfaction will result is suflScient. Thus 
viility may be defined as that feeling on the part of a consumer 
which leads him to believe that an article or service will satisfy his 
want. Goods or services which lack utility will be desired by no 
one; the presence of utility means the presence of this belief in 
power to satisfy a want. Some goods — as capital equipment — ^it 
may be noted, possess only derived utility since they satisfy wants 
only indirectly by aiding the production of consumers’ goods. 



BASIC CONCEPTS 


21 


Free and Economic Goods. — Some goods and services may be 
present in such large quantities that all possible desires for them 
are filled. Such commodities are called free goods since no one 
would pay a price to obtain an article so plentiful that all desire 
for it has been met. Water, sunlight, and fresh air usually are 
free goods in nature but not always in urban communities. 
Water meters and zoning ordinances indicate that city dwellers 
must pay for these services. Thus most commodities are economic 
goods and command a price, because the supply is insufficient to 
meet the potential demand. Scarcity, therefore, is the character- 
istic which separates economic goods from free goods and which 
gives rise to all the problems of economics. The need to econo^ 
mize, and the science of economics, would disappear if all things 
were sufficiently plentiful to meet all men’s desires for them. 

Value. — The outward expression of a belief that a commodity 
will satisfy a want takes the form of the valuation of that com- 
modity in terms of other goods. Value is the economic phase of a 
person’s reaction to a feeling that a commodity or service possesses 
utility. This value may be expres.sed in three ways. Use-value] 
— which cannot b(i measured accurately — is related solely to utility.’ 
The higher the utility, the greater the use-value. If a starving 
man is offered the choice between a loaf of bread and a diamond 
he is likely to select the bread because of its greater use-value. 
If he also is given the opportunity to sell the diamond, however, 
he may select the stone instead because it will purchase many 
loaves of l)read. In this case it is the exchange-value of the dia- 
mond, rather than its use- value, which determines his choice. 
Exchange-value is the power of a commodity or service to com- 
mand other goods and services in exchange. These two kinds of 
value are not necessarily related. As an extreme example, a 
newspaper may have no use-value for a blind newsboy but it does 
possess exchange-value for him since he may obtain in exchange 
for it other things which promise use- value for him. Finally, Jf 
the exchange-values are expressed always in terms of the same 
commodity, t.e., money, they are called 'prices. Thus use- value 
is related to utility; exchange-value is based partly upon the 
final consumer’s anticipation of use-value; and a price is the 
expression of exchange-value in monetary terms. 

The Engineer and Value Problems. — Value relations are 
exceedingb important from the engineering viewpoint. Every 
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type of engineering activity, aside from its purely technical 
aspect, must be tested in terms of economic values. The ques- 
tion: Will it pay? must be answered in the aflSrmative if the activ- 
ity is to be undertaken. This statement is as true of the design 
of a fountain pen as of the design of a skyscraper; as true for an 
elevator as for a nationwide railway system; as true for a radio 
tube as for a gigantic power plant. The principle of comparative 
values permeates every phase of modern industry. The most 
profitable methods are sought everywhere. 

The engineer, however, frequently recognizes only use-values 
and ignores exchange-values in his discussion of social problems. 
Thus in economic analysis he is likely to favor the continued pro- 
duction of an article as long as additional units will be useful to 
anyone and so overlooks the fact that present-day production can 
continue only if exchange-values are high enough to make the 
receipt of profits seem probable. Capitalism has no interest in 
use-values unless they happen to result in exchange-values which 
will yield a profit. 

Engineers also experience some difficulty with the concept of 
the “fair price ” or the “just price.” Some students of economics 
feel that an article always should sell at a “fair price,” which 
seems to mean that the producer should receive neither more nor 
less than a “fair profit.” These terms were in common use in the 
Middle Ages when cost of production and selling price, types of 
employment, and standards of living, were fixed by custom and 
were stable over long periods of time. Our modern economic 
system, on the other hand, is so much subject to continuous 
change that “just price” and “fair profit” today frequently are 
meaningless terms. If a seller can exact a high price, or a buyer a 
low one, that is his advantage, for an individualistic economic 
system presupposes no limits upon a person’s economic activity 
except those imposed the forces of free compet ition. Thus the 
present application of “fair price” is limited largt’y to the “fair 
return” which public utilities are entitled to receivt' under public 
regulation (see Chap. XVI). Any other use of the term is apt 
to be ambiguous. 

Non-economic Factors. — Although there is much r jliance upon 
the profit motive in our economic system, it must not be assumed 
that all of man’s activities are governed entirely by economic 
considerations. Esteem of associates, patriotism, feaj', pity, and 
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love all play their parts. Even the choice of an occupation or 
profession is frequently conditioned hy non-economic factors. 
For example, about 11,000 students admitted to curricula in 
thirty-two engineering institutions indicated that the basis of 
their decision to undertake the study of engineering was as follows: 


Reasons for studying engineering Percent 

Definite appeal of engineering 28.6 

Supposed aptitude for the work 17.4 

Expectation of good living 15.0 

Advice 13.6 

Preparation for life work 13.3 

Work of associates 10.8 

Other 1.3 

Total 100. 0 


These bases are all reasons for deciding upon a given course of 
action, but only one of them — expectation of good living — ^falls 
directly within the scope of economics. The others are technical, 
sociological, or ethical. While these reasons may sometimes be 
more powerful than the economic factor in determining man’s 
social behavior, the economist is interested only in the economic 
effects, if any, of the non-economic factors. 

The Viewpoint of Economics. — The study of economic prob- 
lems may be undertaken as an exercise in pure science in which the 
aim is to learn how the economic system operates and how eco- 
nomic principles apply to particular problems. The pure 
scientist as such would make no attempt to express any judgment 
as to what is best for individuals or for society as a whole. He 
would attempt to explain what would happen under various condi- 
tions but would refrain from any suggestion as to the course of 
action which seemed to him most desirable under those conditions. 
He would leave to other persons the determination of the policies 
that should be undertaken. 

The welfare economist, on the other hand, would attempt to 
carry the analysis a step farther. He would express an opinion as 
to the best course of action to be pursued after he had undertaken 
the purely scientific analysis of what would be most likely to occur 
under a given set of conditions. Thus the welfare economist 
would indicate the solution to a problem which he believes would 
be the best one under given circumstances. The basis for his 
judgment must be “the greatest good for the greatest number” if 
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his personal bias is not to influence his decision. Expressions of 
this social viewpoint will be found occasionally throughout the 
following discussion. 

Wealth. — National or social wealth may be defined as the stock 
of scarce, material, useful, and transferable goods in existence at 
a given time. The goods must be scarce and useful if they are to 
have economic value, and they must be material and transferable 
if the definition is to have social meaning. A share of stock or a 
bond issued by the United States Steel Corporation, for example, 
cannot be classed as social wealth because the physical property 
upon which either has been issued actually constitutes the wealth. 
The securities represent property rights — 'personal wealth — which 
would involve double counting if they were added to the physical 
property in computing the national wealth. Personal services, 
while highly essential in producing wealth or utility, cannot be 
counted as part of the national wealth of a country, unless men are 
slaves and are reckoned as part of the wealth of their owners. 

Capital. — The term “capital” may be used in a number of dif- 
ferent ways. In the most general sense, it is synonymous with 
wealth and includes extracted raw materials, machinery and 
equipment, and finished products of all kinds not yet worn out. 
In the narrow sense, capital refers to the goods used not for final 
consumption but for further production. Thus we may speak of 
capital equipment or producers’ capital. A distinction sometimes 
is drawn between producers' capital and consumers' capital, 
wherein the latter term refers to durable consumption goods in the 
hands of final consumers but not yet used up. Thus a motorcar 
operated for business purposes is classed as producers’ capital. 
If the car were in the hands of the dealer awaiting sale it would be 
classified in the same way, but if its owner uses it for pleasure and 
not business it is to be considered as consumers’ capital. 

The value of producers’ or consumers’ capital usually is 
expressed in dollars, but care must be taken to avoid confusing 
capital goods — which assist labor in the production of the utilities 
desired by consumers — with “capital” as a fund of dollars availa- 
ble for investment in various kinds of capital goods or with 
“capital” as the money value of the capital goods themselves. 
Everyday speech provides many examples of loose usage of these 
terms which would be quite inacceptable in any scientific discus- 
sion of the concepts. 
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Industries often are classified according to the chief type of 
goods which they produce. Thus one class includes the capital 
goods industries and another the consumers’ goods industries. A 
third classification, the service industries, provides such “public 
utility” services as electric light and power, natural or artificial 
gas, water, telephone and telegraph, and transportation. Finally, 
the fourth class is composed of the exti active or raw-material 
industries in which are included agriculture, mining, forestry, and 
fisheries. 

Income. — From the individual’s viewpoint, income usually is 
regarded as the flow of dollars received from investment or labor. 
Social income, however, refers to the flow of goods and services 
which the economic system makes available for final consumers. 
Income thus is to be distinguished from wealth because the latter 
is a stock of goods in existence at a given time while income is a 
flow over a period of time; and social income, although often meas- 
ured in dollars, actually is composed of the commodities and serv- 
ices which comprise the real income of the nation (see 
“Deflation,” Chap. III). 

Standard of Living. — A standard of living may refer to a bare 
minimum of the requirements for life, a “subsistence” standard. 
It may be a “living” standard which permits the enjoyment of 
some of the finer things of life, or it may be an ideal standard that 
can be attained perhaps only at some future date if all goes well. 
Standards of living are related to the real or social income of a 
nation and to the way in which that income is divided among its 
members. An individual’s standard of living may be expressed as 
follows: 


S = the standard of living (which may be regarded as a measure of the 
consumers’ destruction of the various uses of goods and services 
per unit of time). 

P = the national •product during a given period of time. The national 
product is composed of two parts: (] ) the goods consumed, including 
not only the articles completely used up in the period, but also a 
portion of the useful life of more durable goods; and (2) the personal 
services of others utilized during the period. 

T — the leisure lime available in which to enjoy the consumption of goods, 
the utilization of personal services, and the pursuit of the cultural 
arts. 

E — the energ'y drain of the labor performed in order to secure P and T. 
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We may say, then, that 

( 1 ) 

wherein we wish to maximize P, T and to minimize E. Some 
persons fail to analyze correctly problems involving standards of 
living because they assume that 

and therefore assert that 

2^ = 2P 

It should be evident, however, that this last expression ignores the 
important elements T and E. Thus an attempt to expand P by 
reducing T and by speeding up the workers — the “stretch-out “ — 
might not increase S in proportion to P. Indeed, S actually 
might be reduced in spite of the fact that the stock of goods P 
available for consumption thereby was increased. 

Waste and Social Efficiency. — Some economic activities may 
be inefficient or actually wasteful from the social point of view. 
The sale of stock in worthless enterprises, the destruction of crops 
to raise prices when many persons live on inadequate diets, the 
sale of used motor oil as a standard product, the dilution of 
medicines, and plain burglary are all economic activities if they 
yield income by which some persons may secure economic goods, 
but they do not increase the social income. 

In our present system a certain amount of activity is not only 
inefficient and wasteful but sometimes is actually detrimental to 
society. Aside from the waste of idle manpower that on any 
given working day is doing nothing and of excess manpower 
required because the best methods are not utilized and waste of 
natural resources in our country’s history due to the ills of acquisi- 
tive individualism, there is war — the most indefensible of inef- 
ficiencies. Estimates of the over-all economic efficiency of the 
United States fall as low as 50 percent, so great are the combined 
wastes in our economic system. Whatever the exact amount 
may be, the fact remains that the loss means a much lower level of 
social efficiency, and consequently a much lower standard of living 
no matter how the national income is divided among the people, 
than otherwise might be enjoyed by the nation’s citizens. 
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Kinds of Efficiency. — Because economics is a social science it 
refers not to an individual living by himself but to a group of 
such individuals acting together. Thus such problems of individ- 
ual efficiency as are met in time-and-motion studies belong in the 
field of industrial management, which itself is but a small segment 
of the broader field of economics. When we consider the problems 
of a group instead of those of an individual, we find that the mean- 
ing of efficiency depends upon the interests of the group involved. 
Thus technical efficiency is greatest when a given task can be 
performed with the least expenditure of time, energy, and mate- 
rials. Business efficiency is greatest when the enterprise secures 
the maximum net profit. Maximum profit, however, may be 
obtained not only by a minimum expenditure of time, energy, and 
materials, but also by limiting output through reducing the use of 
equipment, curtailing employment, withholding goods from mar- 
ket, suppressing patent uses, and so on. Finally, public efficiency 
is greatest when the mass of the population has the highest possi- 
ble standard of living. A new process or a new invention, such as 
a cotton-picking machine, may happen to meet the test of business 
efficiency as well as of technical efficiency, but its immediate 
adoption on a wide scale may not be in the best interest of the 
public because men may be thrown out of work and so may 
create a relief problem which might offset any gains in other 
directions. The engineer who studies social problems from 
the economic viewpoint should take pains to make sure that he 
preserves the public-efficiency, or general welfare, attitude toward 
these questions (see Prob. 9). 

Relative Efficiency. — Man’s activity in prehistoric times was 
devoted to the task of securing the barest necessities of food and 
shelter. During the Middle ages, a very few, the nobility, lived 
in comparative ease and luxury while the rest of the p(jople were 
sunk in direst poverty. Today the people of the United States 
probably live in greater luxury than do those of any other coun- 
try ; yet unemployment, poverty, and suffering still are present in 
every American community. Thus the efficiency of the economic 
system measured in terms of the standard of living S constantly 
has been raised, century after century, but it still is very much in 
need of further improvement. As far as wealthy persons are 
concerned, S is more than adequate; but for those in the lower 
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income classes S still is very far below what we might have every 
expectation of finding it to be (see Probs. 10 and 18). 

Two or more ways of securing a given result in economics often 
may be discovered. Thus one of the problems to be faced is that 
of the relative efficiencies of these alternative methods. The 
economic system at present found in the United States, for 
example, is designated as capitalism, while that in Russia is 
variously described as socialism or communism. Here are two 
different types of economic system whose methods of operation 
are markedly dissimilar, yet both attempt to satisfy the economic 
wants of their citizens. The relative efficiencies of these two 
types must be considered, although it may be impossible to reach 
a definite conclusion as to the more efficient system. The prob- 
lem is complicated further because additional types of economic 
system also must be included in the analysis. 

T 3 rpes of Economic System. — Operation of the economic 
system may take place in several ways, according to the degree of 
automatic control exercised over economic activity. The terms 
now to be discussed are used very loosely in everyday speech; 
thus the student must take pains to understand the specific usage 
here explained to avoid later errors in terminology. 

The basic distinction between types of economic system is that 
between capitalism and collectivism. Both terms have multiple 
meanings. Capitalism may be used as a phrase to describe the 
method of production. In this sense capitalism is to be distin- 
guished from direct hand production. The employment of power 
tools, machinery, and equipment — the use of labor to produce 
capital equipment which then will turn out consumption goods — 
is the essence of this meaning of capitalism. Such “ roundabout 
production clearly is quite different from the direct hand-labor 
method, wherein men produce goods without the use of tools or 
machinery. 

The second meaning of capitalism refers to the ownership of the 
means of production. Thus we speak of the capitalistic system 
when we think of the private ownership and operation of the 
capital equipment of the nation for personal profit. This system 
is based upon acquisition, competition, and rationality. Acquisi- 
tion entails the search for private ownership and management of 
property for personal gain; competition results because each 
person is free to do as he wishes with his property, so that several 
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individuals may use their capital equipment to produce goods for 
the same market; and rationality involves planning the use of 
property for the purpose of maximizing profits. A by-product of 
this capitalistic system is the development, where acquisition is 
absolute, of a particular attitude of mind which judges the impor- 
tance of everything in terms of its serviceability for economic 
profit. Thus a human being comes to be regarded merely as 
labor power, nature as an instrument of production, and all of 
life as one great commercial transaction. The ethical and 
humanistic values in life tend to be thrown into the discard 
and acquisition degenerates into economic unscrupulousness and 
ruthlessness. 

Collectivism also may be used in two ways. The term may 
refer, for example, to business methods. Thus the modern corpora- 
tion represents a high degree of collectivism, for many persons pool 
their capital and labor under the collective management of the 
corporation. In this sense the term deals with the antithesis of 
the one-man enterprise which has no employees. 

In the second place, collectivism may refer to the national 
economy and so stands opposed to individualistic capitalism. 
Here the term is a general label for a condemnation of capitalism 
as basically unjust and for comprehensive schemes of authoritative 
control in which property is owned collectively and not individ- 
ually. This system is based upon a planned economy which is 
non-automatic in operation. 

It is to be the second meaning of each of these terms which 
we shall use hereafter. Capitalism and collectivism thus refer to 
opposing systems for the ownership of property and so to the con- 
trol and operation of the economic system. Both systems may 
use capital equipment in production, and both may employ 
large-scale “collective” business enterprises, but the ownership 
of the property remains the distinguishing characteristic. 

Automatic and Semi-automatic Systems. — Under the general 
heading of capitalism — of autcmatic operation of the economic 
system controlled by the forces of competition — we may dis- 
tinguish three subdivisions. The first of these is anarchism. 
Anarcliists desire to establish justice and equality in all human 
relations by the complete elimination of the state. The anarchist 
believes that men naturally are good and that the state, since it 
must dominate the lives of individuals, therefore is bad. In 
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practice anarchists often favor violently revolutionary methods 
because the state cannot be eliminated by peaceful means, 
but these methods are an offshoot rather than an integral part of 
the theory of anarchism. Students frequently confuse anarchism 
with autocracy, which means the absolute rule of a few, whereas 
the anarchist desires a system in which no person rules another; 
or they may confuse the theory of anarchism with nihilism or other 
violently revolutionary programs. 

The second subdivision may be described as individualism or as 
the policy of laisscz fairc. The individualist has little respect 



Fig. 1. — Types of economic system arrayed. 

Right” and “left” in the political sense refer to conservative and radical 
viewpoints. In moving “left" we go from automatic to non-automatic operation 
of the systems. Anarchism is radical but fully automatic and may be either 
capitalistic or collect ivistic. 


for tradition or authority and emphasizes instead the supreme 
worth of the individual. Thus each ])erson is to do as he pleases 
and the economic system is one of free competition and of 
exchange of goods and services for what they will bring in the 
market. The individualist (.leclares that the economic affairs of 
society in the main will take care of themselves if no one having 
coerciv(! authority attempts to intc'rfc're with operations as 
determined by the individual actions of men. A bare minimum 
of government, however, is regarded as necessary to prevent 
foreign aggressioji and to preserve law and order, but it is to 
refrain from any interference in business activities. It is upon 
the bare existence of government, therefore, that the individualist 
differs from the anarchist. 

The third subdivision, which may be described by the term 
government regulation, stands almost on the border between 
capitalism and collectivism. Although persons favoring this 
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policy believe in relative freedom from government interference, 
they think nevertheless that uncontrolled business activity often 
causes much harm to small businessmen, consumers, laborers, 
and others. Thus they favor regulation, but not ownership or 
production by the state, of foods, sanitation, working conditions, 
public utility rates, and many other activities which modern 
governments have assumed. This position is the one most 
typical of the economy of the United States today. These three 
subdivisions of the broad field of capitalistic production have been 
listed in the order of an increasing degree of interference by 
government in the lives of its citizens, and therefore in order of 
decreasing automatic control of economic activity by the forces of 
free competition. 

Fascism is a term which does not fit directly into this series 
because it is a political rather than an economic way of life. In 
order to avoid confusion, however, it must be related to the other 
terms. The fascist is quite the opposite of an individualist, for 
he is a vigorous nationalist, but he remains a capitalist. Fascism 
declares that it is the duty of the individual to elevate himself 
to the heights of the national consciousness and to lose com- 
pletely his own identity in it. He has individual rights only in so 
far as they do not conflict with the needs of the state, but private 
property rights though curtailed are maintained, so it is a system 
of capitalism in which most of the citizens must obey the leaders 
(dictators) of the authoritarian or “totalitarian'’ state. 

Non-automatic Systems. — The non-automatic, collectivist 
economy may be divided into socialistic and communistic sys- 
tems. While a superficial distinction sometimes is drawn 
between these two types on the basis that the first tends to be 
evolutionary and the second oft(;n is revolutionary in character, a 
more basic difference is the extent to which governmental author- 
ity is invoked to control the economic life of the individual. 
Socialism thus involves collective ownership and operation of the 
capital equipment, and perhaps of the other means of production, 
of the nation. Although there are many types of socialism, such 
as state socialism, in which the political government operates 
productive enterprises, or cooperative socialism, in which the 
workers in an industry run the enterprises, most of these types 
would maintain the system of wage payments for services 
rendered by the individual so that he could continue to spend his 
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earnings as he sees fit, much as he does in our present economic 
system. 

Communism, on the other hand, involves a more complete social 
control of economic life, including common ownership of some or 
all consumers’ goods as well as producers’ goods, in order to permit 
a more equitable adjustment between individuals and to reduce to 
a minimum the operating inefficiencies in the economic system. 
“From each according to his ability; to each according to Ms 
need” might well express the communistic ideal, in which case 
private property in wealth and income would be abolished in 
favor of the common ownership and use of all but the most 
personal of goods. 

Capitalistic and Collectivistic Methods of Control. — All these 
types of economic system attempt to reach the same goal, namely, 
the performance of certain economic functions, but by way of 
different roads. Any economic system must provide for the 
production of goods in the quantities and of the qualities desired 
by the final consumers; it must permit the exchange of goods when 
specialization leads each producer to concentrate his efforts upon 
a single task ; and it must distribute the goods among the members 
of the population according to some scheme which provides 
either for equal or for unequal shares in the national product. 

In unrcigulated capitalism the controlling mechanism is the com- 
petitive search for maximum personal income and satisfaction. 
Thus men produce more of one article and less of another, accord- 
ing to the amount of profits which they anticipate will be received 
from one line of activity as compared to those expected from 
another line. Thus rising or high prices indicate relative scarcity, 
point toward possible profits, and lead to greater production; low 
prices suggest possible losses and may curtail output. The 
determination of the goods to be produced depends upon the 
purchasing power of consumers as well as upon their desires; 
thus the more urgent needs of a community are not always the 
first to be satisfied, because money income may be distributed 
very unequally so that the less pressing wants of the wealthy may 
be met instead of the more urgent wants of the poor. 

In collectivism, on the other hand, production is planned by 
some authority instead of being directed by the “blind” forces of 
competition. Distribution of goods may be upon the basis of 
prices as at present, or it may be handled as a problem in ration- 
ing, by food cards for example (see Prob. 17). Clearly the dis- 
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advantage of rationing is the inability of anyone to devise a 
planned distribution of goods which will satisfy everyone, but the 
disadvantage of the price-competition method is the highly 
inequitable results sometimes attained if incomes are not approxi- 
mately equal (see Prob. 15). While one weakness of planned 
production may be that some person or group must determine 
just what shall be produced and so cannot meet the wishes of 
everyone, the freely competitive system of capitalism leads to 
the production of goods because it is profitable to make them 
and not because the goods are particularly necessary or will reach 
the hands of those who need them most. 

The basic concepts discussed in this chapter provide the nucleus 
about which will be grouped additional definitions of terms as the 
treatment of economic analysis progresses. These definitions 
will be presented when the new terms are to be utilized. The 
second step in preparation for the analysis of economic problems is 
presented in the following chapter and involves an examination oi 
the research methods used by social scientists. A few of the more 
outstanding problems in social analvsis will be noted so that the 
student may understand some of the methods and limitations of 
economic theory. 


Problems 

9 . “Efficiency is a technical test of work (output divided by input). 
Economy is a human test of work (product divided by cost). Efficiency 
can never e.xceed 100 percent, while economy normally must exceed 100 
percent. Therefore efficiency should be contrasted with economy instead 
of identified with it.” Do you agree? Why? 

10 . “Nothing should be done by man which can be done by a machine.” 
Discuss. 

11 . The Bureau of the Census defines “family” as one person or a group 
of persons, not exceeding ten, who eat at the same table. The term “dwell- 
ing ” is so defined that families in a multiple-family residence who live one 
above the other are enumerated as occupying a single dwelling, while families 
separated by a vertical fire-wall occupy separate dwellings. Are these 
definitions of significance for an engineer who wants to estimate the radio 
coverage for a broadcasting station? How should the terms be defined for 
greatest usefulness? 

12 . Jevons, a noted English economist, argued over a half century ago 
that En g lish manufacturing supremacy, which was based partly upon an 
abundant coal supply, would be lost long before the coal supply gave out. 
Why? Would the same argument apply to the United States? 

18 . Would you favor a l.'i-year moratorium in science to give opportunity 
for our social and moral ideas to catch up with the progress of invention? 
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14 . Define “farm” and “farmer” from the Census viewpoint so that the 
Census enumeration would be useful to an agricultural engineer concerned 
with problems of land utilization and urban and farm population densities. 

16 . “If each person does the thing that will give him the most money, 
total income will be at a maximum. Therefore, the way to secure the 
highest standard of living for the country as a whole is for each of us to 
follow his own interests, irrespective of others.” Discuss. 

16 . Suggest how each of the following might affect economic conditions 
in the United States: an Englisli campaign to import more goods from their 
dominions; a war in China; a new, cheap source of power supply in the 
United States; the breakdown of the French money system. 

17 . If the potato crop of a communistic economic society which had no 
commerce with other communities were to fall off one-half, how would they 
regulate the consumption of potatoes for the following year? How is it 
done in our economic system? 

18 . “From the national viewpoint money-making is a means toward 
making goods; from the individual viewpoint making goods is a means 
toward making money. From the national viewpoint the engineer is the 
central figure in production; in practice he takes orders from the business 
man. A community is well off in proportion to its efficiency in producing a 
current supply of necessities, comforts and amenities of life; an individual is 
well off in proportion to his efficiency in getting a money income.” — From 
an address by Dr. Wesley Mitchell before the A.S.M.K. 

Can you make the same point in different words? What are some of the 
consequences of this practical subordination of our common interest in 
making goods to our individual interest in making money? 
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CHAPTER III 
METHODS OF ANALYSIS 


The arts — such as architecture, painting, sculpture, oratory, 
and poetry — affect individuals by their influence upon the emo- 
tions, while the sciences — ^such as physics, chemistry, psychology, 
economics, and the various fields of engineering — attempt, in so 
far as they affect individuals at all, to secure acceptance upon the 
basis of logical analysis of facts. The purpose of logical thinking 
is to reach conclusions, and the process of reaching conclusions 
is called reasoning. Ordinarily we reason from something which 
we know to something which, prior to our reasoning, we did not 
know but which becomes known as a result of the reasoning 
process. An appeal to the emotions, on the other hand, attempts 
to influence action without the use of logic. Thus the science of 
logic deals with the principles upon the basis of which all the other 
sciences have been developed. 

The Proposition. — When an example of reflective thinking is 
analyzed, it will be found to consist of propositions — either 
asserted to be true, or supposed to be true — from which other 
propositions can be inferred. The unit of logical thinking is the 
proposition, which is a sentence intended to express what is either 
true or false. Thus we might say. The income tax is a fair tax, or, 
A whole nation never benefits from a 'protective tariff. These state- 
ments are propositions. 

The Syllogism. — ^Logical thinking often combines propositions 
in the form of a syllogism in order to test the logical nature of 
a conclusion, of which the following simple syllogism is an 
example; 

If a fair tax is one based upon the ability to pay taxes 
and the income tax is based upon ability to pay, 
then the income tax is a fair tax. 

Starting from the generalization, A fair tax is one based upon the 
ability to pay tcaes, the income tax is asserted to be a fair tax 
because it falls within the classification ha^ed upon ability to pay. 

35 
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Logic is concerned, not with the truth of the basic proposition or 
generalization, but with the logical “fitness” of the syllogism 
or other argument built upon this proposition. Thus the fore- 
going syllogism is logical, whether the basic premise — and there- 
fore the conclusion — ^is true or false, although most persons would 
agree that premise and conclusion are true. 

The validity of a premise is much more difficult to establish 
than is the validity of the logic used. The proposition A whole 
nation never benefits from a protective tariff would be overthrown 
as false if a single instance of a protective tariff could be shown to 
benefit the whole nation, whereas a list of any number of tariffs 
which benefit only a few of the persons in a nation fails to estab- 
lish the certainty that the proposition is true. It is for this reason 
that conclusions drawn from insufficient data are so treacherous. 
The non-scientific individual is more prone than the scientist to 
assert propositions of this dangerous type. Since the expert 
realizes the difficulty of stating a truth exactly, he often makes use 
of such phrases as “other things being equal,” or says so-and-so 
“tends” to be the case. 

Some Fundamental Laws of Thought. — The validity of logical 
thought may be tested more readily than the truth of a premise 
since reference may be made to various fundamental laws of 
thought, of which some of the leading principles are;' 

1. Principle of Identity: If X, then X and not F. 

2. Principle of Contradiction: X cannot be both true and false. 

3. Principle of Excluded Middle: If one of two contradictory statements 
is true, the other must be false. 

4. Principle of Syllogism: If X implies F, and F implies Z, then 
implies Z. 

5. Principle of Deduction: If X implies F, and X is true, then F is true. 

6. Principle of Substitution: If X contains x, y, etc., then what is true of 
X is true of x, ('tc. 

7. Principle of Tautology: X and X are equivalent to X (reiteration proves 
nothing). 

8. Principle of Association : The order in which propositions are grouped 
or asserted is indifferent. 

Most persons will take these principles for granted, and will agree 

* A more complete discussion of this topic will be found in L. S. Stebbing, 
“A Modern Introduction to Logic,” Thomas Y. Crowell Company, 1930, 
Chap. 24. 
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that a violation of one of these principles is a violation of logical 
thought, but the heat of an argument may lead these same 
individuals to overlook some fundamental law of thought and so 
to assert an erroneous conclusion. 

Persuasion and Conviction. — There are a number of ways in 
which belief in a proposition may be attained. Thus we may 
believe a proposition because we always have believed it. In 
such a case the belief must appear to agree comfortably with our 
interests, for otherwise we would be led to doubt the belief. 
Authority is another source of belief, either because we are 
required to believe a certain thing, or because we respect the 
expert opinion of the person who is regarded as the authority. 
Regimented belief may well be deadening to scientific progress, 
while that very progress itself requires an ever larger belief in 
the expert’s opinion because none of us can prove all knowledge 
independfuitly since the task is too great for a single person. The 
t bird source of belief is by way of self-evidence, for some things 
are said to be obvious and not open to doubt. These three non- 
scientific sources of belief may be grouped under the heading of 
persuasiv'ii, for they are followed by the more gullible persons who 
believe whatever they hear. 

The methods of attaining belief based upon conviction are 
different because they involve a process of inquiry whose purpose 
is to r^^solve a state of doubt. Thus the scientific method whose 
purpose is to produce conviction shows the following character- 
istics: clearness, relevance, consistency, and cogency. This is the 
method of logic followed by the investigators in any field of 
science. 

The Scientific Method. — Scientific thinking essentially is 
methodical thinking since it is controlled and directed thinking. 
To be successful, controlled thinking must result in the organiza- 
tion of facts which originally were apprehended only as frag- 
mentary and disconnected entities. Organization is achieved by 
the apprehension of connections which will relate one fact to 
another, and it is these connections which are expressed as 
scientific principles. Isolated facts are useless for science. Thus 
the foundation of scientific method is the attempt to arrange 
facts in an order which will permit an explanation of the facts in 
such a way that the explanation may be checked by other 
scientists. Therefore two problems appear, namely, the deter- 
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mination of the “true” facts, and their logical arrangement in a 
useful jform. 

If scientific principles are obtained from the study of individual 
facts, the method is one of indwtion from facts to generalizations. 
When the generalizations have been established, new points may 
be obtained therefrom by deduction, and it is this last step of 
successful deduction from a hypothesis which serves to test the 
usefulness of the generalization. Thus science does not use 
induction or deduction, but both methods alternately. A theory 
derived inductively from the similarities of certain facts yields 
deductive conclusions which may be tested by new facts, so that 
the scope of scientific knowledge is expanded by both methods. 

The Methodology of the Social Sciences. — The investigator in 
the field of the social sciences finds several points of difference 
from the physical sciences which first developed what now is 
called the scientific method. One distinction is to be found in the 
fact that the primary data of the social sciences are indefinitely 
more complex than those of the other sciences. No two individ- 
uals react in just the same way to economic stimuli, for example, 
since no two individuals have identical personalities. Thus it. 
may be impossible to repeat exactly the results of a given experi- 
ment in economics because the conditions of the experiment 
cannot be duplicated perfectly. 

Another distinction may be drawn between the physical 
sciences and the social sciences in that the former derive data 
chiefly from experimentation whereas the latter use the methods of 
exploration and sampling or enumeration. Since individuals 
cannot well be put in test tubes for experimentation, the social 
scientist is forced to attempt a choice of examples, from among 
the tremendously complex primary data, such that the variant 
under investigation will be as little affected by other forcas as 
possible. 

Cause and Effect. — The earliest stage of scientific investiga- 
tion assumes the form of a search for the causes of occurrences. 
The analysis of a causal situation into its constituent factors may 
involve a physical separation of the factors, or it may involve 
isolation only in thought. This isolation is achieved by abstrac- 
tion, a process which is distasteful to most laymen since they wish 
to discuss only the “real” world which they see on every hand. 
Those sciences in which physical analysis is possible are “experi- 
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mental” sciences in the narrower sense of the term. In any case 
the analysis of a causal situation is guided by two principles: 
first, nothing is a cause which is absent when the effect occurs; 
and second, nothing is the cause of a given effect which is present 
when the effect fails to occur. In so far as economic science is 
concerned, cause and effect should be regarded as related in 
time. Thus what came before was a cause if it always preceded 
an effect which appeared thereafter. 

Tools of Economic Analysis. — Some of the tools whose logical 
use may permit us to analyze economic problems may next be 
considered. It is to be noted that each of these tools is merely 
an adaptation of tools used in other fields of scientific investiga- 
tion. Thus static analysis is an attempt to secure some of the 
advantages of the laboratory method in which undesirable 
variables are eliminated during the experiment. Problems of 
measurement in essence are similar to those in surveying, in 
atomic physics, or in astronomy, with the distinction that the 
standard unit is not so satisfactorily defined in economics as in 
some other fields. The equilibrium analysis is a tool familiar to 
all students of chemistry or electrical engineering, while the 
marginal analysis is merely an application of the mathematical 
method of the differential calculus which has proved such a boon 
to investigators in many spheres of knowledge. The special 
form taken by these tools will be indicated briefly at this point; 
their actual application will be shown in the various chapters as 
the discussion progresses. 

Static Analysis. — The large number of variables impinging 
upon many current economic problems renders careful analysis a 
difficult undertaking. In some sciences it is possible to isolate the 
variable to be studied, by controlled experiments in the laboratory 
or by other methods which reduce the number of separate factors 
which must be considered. This procedure frequently is not 
available to the economist. The tool which he uses to obtain a 
similar simplification for analysis is the assumption that all 
changes except the variation under discussion be ruled out. 
Hence he says “other things being equal.” In other words, the 
economist assumes that all necessary adjustments have occurred 
to place the economic system in equilibrium. Thus no further 
changes are to be expected and we have the static stale into which 
we now may introduce the variation whose effects we wish to 
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analyze. The danger inherent in this method is that conclusions 
reached from such static analysis may be carried over to the 
“dynamic” changing conditions of real life without adequate 
allowance for the fact that conditions really are changing and not 
constant. If this allowance is made, the method is a very helpful 
tool of analysis. 

Prices the Chief Unit of Measurement. — The engineer uses 
.such units as length, area, volume, density, temperature, and time 
in his calculations. Governments take great pains to define 
carefully the standard units which are the basis for engineering 
mensuration, and the engineer is alert to assure the proper use of 
these units in practice. Thus the surveyor allows for changes in 
the length of his chain which result from variations of temperature 
so that the unit of length in practice may remain synonymous with 
the standard unit at the standard temperature. Governments 
have not established a similar standard unit for use by economists. 
To some extent the engineer’s units may be utilized, as when 
business activity is measured in terms of physical production, but 
economic problems primarily involve questions of price, so that 
the chief unit of mtiasurement is value in terms of money. 
Even the engineer is forced to make use of this poorly standard- 
ized unit of measurement wdien he ventures into the field of costs 
in the attempt to determine whether a given development will 
pay for its(‘lf. 

“standard” Money. —The great number of measurements and 
decisions made in terms of prices and costs makes money a 
highly important unit for engineers and economists alike. This 
unit has been standardized by the government in a manma- 
different from that used for the other standard units of measure- 
ment. This distinction may be seen most readily if we note some 
of the chi(*f functions of money. Four of the functions of money 
are a means of payment, a measure of value, a store of value, and a 
unit of account. In other words, money is used to facilitate 
payments by the ready transfer of purchasing power from one 
person to another; the relative values of the multitude of com- 
modities and services provided by our economic system are 
measured in terms of dollars; short-term savings may be held in 
the form of money or the promise to pay money so that the dollars 
represent an attempt to store value; and individual budgets, 
business records, and public finance all are handled by the 
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accountant in dollar units so that money is an almost universal 
unit of account. 

In terms of these functions it is quite evident that our money 
unit should be so defined that its generalized value would be a 
constant at all times, just as the standard unit of length at 
Washington always bears a fixed relationship to such a constant 
as the wave length of sodium light, let us say. Therefore our 
money unit should have the property 

$ = K (purchasing power) (2) 

whereas actually it has the property 

$ = K (weight of gold) 

so that the money unit is a unit of weight and not at all a unit of 
generalized value. This point will be elaborated in Chaps. VII 
and IX in the discussion of our money system, but it should be 
evident at this point that our “standard ” money is not a standard 
of value measurement in the sense of the standard units of length 
or temp('rature. Although the dollar may represent a standard 
weight of gold, its value or purchasing power may fluctuate 
widely. Therefore the economist and, of course, the engineer 
must develop methods which will permit the compensation of 
value fluctuations as well as possible in order for price measure- 
ments to prove at all useful. 

Index Numbers. — Index numbers are statistical devices which 
simplify the measurements of relative or absolute changes in the 
magnitude of one or many variables. Although their most com- 
mon applications have been to historical series of commodity 
prices and wages, they have been used also to show changes in 
employment, production, and other economic series and in such 
personal factors as sales ability and related series. Three types 
of index numbers will be considered briefly: single series relatives, 
aggregate index numbers, and relative-from-aggregate indexes. 

Single Series Relatives. — The value of United States exports 
for certain years is given in Table 1. How much greater were 
exports in 1929 than in 1926? To what extent did exports decline 
in the 5 years following 1929? Answers to such questions are 
simplified greatly if the export figures for each year are related 
to those for some one year as a base or standard. To say that 
exports in 1934 were only 26.5 percent of those in 1926 is more 
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readily understood than to say that exports declined $3,536,200,- 
000 by 1934. The latter method in itself tells nothing as to 
whether the decline was relatively great or small. The relative 
index number, on the other hand, has the distinct advantage that 
it permits ready analysis of the data in terms of percentage change. 

Tablii 1. — VAiiinB OF United States Exports foe Selected Years* 



Exports 

Year 

Value 

Relative 


(base: 1926 = 100) 

1926 

$4,808,700,000 

100.0 

1927 

4,865,400,000 

101.2 

1928 

5,128,400,000 

106.6 

1929 

5,241,000,000 

109.0 

1930 

3,843,200,000 

79.9 

1931 

2,424,300,000 

50.4 

1932 

1,611,000,000 

33 5 

1933 

1,302,200,000 

27.1 

1934 

1,272,500,000 

26.5 

1935 

2,243,081,000 

46.6 

1936 

2,416,477,000 

50.2 


1 Commerce Yearbook, 1932; Statistical Abstract, 1937. 


To convert the original data into a single series relative index 
number, it is only necessary to divide the figure for any period 
by that for the base year and to multiply the result by 100. 
Thus: 

Ii = ^ X 100 (3) 

■r 0 

where /, = index number for given period. 

Pi = original series for given period. 

Po = original series for base period. 

The base period is the point from which we wish to measure the 
changes shown by the data of other periods. In selecting the base 
period, whether it be a week, month, or year, an effort is made to 
secure a ‘'normal” period — one which is free from undue influ- 
ences of any sort. Thus the last prewar year 1913 has been a 
common base, as is the predepression year 1926 now in more 
general use. Base periods less far removed from the immediate 
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present would be more satisfactory, because the most recent 
changes are the ones of greatest significance. Thus, in spite of 
the abnormality of the years after 1926, the United States Bureau 
of Labor Statistics has decided to use the average for 1935-1937 
as a base, partly to bring the indexes up to date and partly to 
allow the inclusion of series not in existence in the predepression 
years. 

Aggregate Index Numbers. — If several series are to be com- 
bined, in constructing an index number, the procedure will 
depend upon the original units. If they are dissimilar, relatives 
may be computed for each series. These relatives then may be 
averaged for each period. On the other hand, if the original 
units are comparable, aggregates may be used directly. 

Simple aggregate index numbers are merely sums, for stated 
periods, of the prices or quantities of the articles concerned and 
are expressed in such units as dollars, tons, or kilowatt hours. 
Thus in Table 2 the simple aggregate index number for the base 


Table 2. — Simple Aogkegatb and Weighted AoGnKQATB Index Numbers 
OP Prices op Selected Commodities 


Commodity 

Quantity 

Base period 

Current period 

Price 

Value 

Price 

Value 

Milk 

Wheat 

Coal 

Rubber 

Steel 

Total price 

500 qt. 
150 bu. 

15 tons 
50 lb. 

5 tons 

1 

1 ^^ 

■ 

$ 60.00 
202.50 
60.00 
27.50 
105.00 



$ 27.02 

$455.00 

123.8 

Total value 



Converted to relatives 



112.6 


period is $24, and for the current period $27.02. That is, using 
the same notation as above. 


Jo = XPo't and h = ZPi (4) 

Weighted Aggregates. — The simple aggregates just discussed 
assign the same degree of importance to each of the five articles 
from which they hp^^e been computed. Actually, of course, such 
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commodities evidence a wide range of importance. The quanti- 
ties of grease, oil, and gasoline consumed by an automobile in 
traveling a given distance at various speeds are quite dissimilar, 
as are the quantities of raw materials, supplies, and equipment 
utilized by several factories in producing a certain commodity 
or the relative amounts of food, clothing, and shelter consumed 
by different individuals in a given time. Due allowance there- 
fore must be made for this situation if our index numbers are 
accurately to indicate changes in the original series. This 
process is called weighting and may be executed as follows: The 
data appearing in Ihe column headed Quantity in Table 2 repre- 
sent the amounts utilized and, when multiplied by the prices of 
the base period, give a total value of $867.50. The same quanti- 
ties multiplied by the prices in the current period give $455 as the 
weighted aggregate index n umber of the current period, which is to 
be compared with the wt'ighted figure secured for the base period. 
Letting Qo and Qi represent the weights for the base period and for 
the current period, respectively, if the weights are different, 

7o = ^PoQo; and 7i = ^PiQi (5) 

The choice of w(‘ights is the most important problem in the use 
of weighted index numbers. The quantities bought or sold in the 
base period generally are utilized as weights. Great care always 
must b(' tak('n in choosing the weights, since a change in weights 
obviously alters the index number which will be derived. 
Weight (‘d indexes arc' to be preferred over the unweighted type 
for most purpose's, since only the former are based upon a logical 
method of weighting. 

Relative-from-aggregate Index Numbers. — Relatives may 
be comparc'd more* readily than the original data. The usefulness 
of aggregate indc'x numbers can be enhanced, therefore, through 
the process of converting these indexes into relatives. The 
aggrc'gates, either simple or weighted, are used as the original 
quantities that are to be related (see Prob. 21). Thus the simple 
relativi -from-aggregate method applied to the data in Table 2 
gives 112.6 as the index number for the current period, while the 
weighted relativc-from-aggregate index number is 123.8 for the 
current i)eriod. 

Deflation of Price Series. — Many series of economic data are 
expressed in monetary units, i.e., in dollars, francs, marks, or 
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lire. These series are subject to continual distortion because of 
changes in the purchasing power of the money units of the various 
nations. Thus the value of building and engineering contracts 
awarded in the United States in December, 1914, was $42,300,000; 
while in December, 1920, it was $100,100,000. Does this mean 
that the volume of building construction was 150 percent greater 
in December, 1920, than in December, 1914? Not at all. The 
value of building contracts awarded in any year depends not only 
upon the actual volume of construction but also upon the prices of 
building materials, labor, and capital. The prices of these items 
underwent marked increases from 1914 to 1920. If we wish to 
measure the change in the volume of building alone, these values 
must be corrected for the increase in building costs between 1914 
and 1920. Such a process is termed deflation, whether it results in 
a reduction or in an enlargement of the original figures. 

The selection of an appropriate deflating index is the central 
problem in all such cases. Wc might use an index of retail prices, 
one of wholesale prices, or one of wage and material costs in the 
construction industry. Clearly, the last-mentioned deflator 
would be the best one, for it is more closely related to the problem 
under discussion. 


Year and month 

Original series 
(value of build- 
ing contracts) 

Deflator (Ameri- 
can Telephone 
and Telegraph 
building cost 
index 

1914 - 100) 

Deflated series 
(deflated value 
of building 
contracts) 

December, 1914 

$ 42,300,000 
100,100,000 

98 

$43,200,000 

42,400,000 

December, 1920 

236 



The procedure is to divide each value of the original scries by 
the corresponding value of the deflator and to multiply the result 
by 100. This process, applied to the above example, shows that 
the volume of building construction in December, 1920, based 
upon 1914 prices, instead of being 150 percent greater than in 
December, 1914, was actually somewhat less. When, in suc- 
ceeding pages, we have occasion to speak of real income, real 
wages, and so forth, we shall have in mind in each instance the 
deflated rather than the original values. The original values 
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will be referred to as money income or money wages. The dis- 
tinction is a very important one for economics and should be kept 
constantly in mind (see Prob. 22). 

Equilibrium Analysis. — ^Another tool of analysis frequently 
utilized by economists is the notion of an equilibrium in which 
the various forces which tend to produce changes neutralize each 
other so as to engender a stable adjustment. This tool is no 
stranger to the other fields of scientific investigation. The 
reversible reactions in chemistry, the damped electrical oscilla- 
tions in a radio frequency circuit, the electron orbit theories of 
Bohr and others in atomic physics, and the economists’ explana- 
tion of competitive price determination by the balancing of the 
forces of supply and demand are based alike upon the theory of 
an equilibrium adjustment in which further changes finally are 
eliminated, barring new disturbing factors, because of the 
neutralization of opposing forces. 

Marginal Analysis. — A very important mathematical tool of 
analysis utilized in many fields of investigation is the differential 
calculus with which all engineers sooner or later become familiar. 
The economist refashions this tool somewhat and calls it the 
marginal analysis. Briefly, it consists of the addition or sub- 
traction of small increments or doses of a variable whose behavior 
is to be studied. Thus the economist speaks of the “marginal 
product ” when he is analyzing physical production in relation to 
input factors, of “marginal cost” when covst changes are studied 
in relation to output variations, of “marginal utility” when he 
studies the satisfactions rendered when goods are consumed, and 
of “marginal increments of supply and demand” in the analysis 
of prices. The marginal concept is of paramount importance in 
economic theory just as the differential calculus is of great 
benefit to investigators in other sciences. 

Psychology of the Individual. — In the discussion of consumer 
reactions in Chap. XII we shall note the importance of the 
psychology of the individual consumer in relation to the demand 
for various commodities and services. In this connection eco- 
nomics draws upon its related science, psychology, for an expla- 
nation of the reactions of individuals in many of their economic 
activities. At this point we may emphasize the fact that 
economics is concerned primarily with only one aspect of human 
reaction, namely, those forms of behavior which are motivated 
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chiefly by economic forces. Men engage in various activities 
for a multiplicity of reasons, of which economic motivation is 
only one. For this reason some economists have assumed, as the 
basis for their analysis, a hypothetical individual called the 
“economic man.” This individual is interested only in maxi- 
mizing his income and minimizing his costs so that he reacts to 
economic stimuli alone and thus permits the economist to ignore 
non-economic factors. The use of the economic man as a tool 
of analysis may be of considerable assistance if care is taken to 
adjust predictions made on this basis to take account of the fact 
that no flesh-and-blood person acts in this way. The reactions 
of the economic man must be modified to bring them into line 
with reality. Thus a statement, for example, that persons adjust 
their expenditures so as to equalize the marginal utilities 3delded 
by each type of commodity purchased must be interpreted in the 
light of the everyday experience that men are not purely rational 
consumers. 

Collective Psychology. — Collective or crowd psychology, the 
meeting place of sociology, psychology, and economics, attempts 
to analyze human activities which are the outcome of group 
rather than of individual reactions. The customs of a people, 
the weight of public opinion, and the force of that phrase “keep- 
ing up with the Joneses” modify in no small way the individual 
reactions of the economic man and so must be considered in 
economic analysis. This tool, however, still in process of 
development by psychologists, has not yet been forged into a 
form suitable for wide application to economic problems, although 
it may prove to be helpful in the near future. 

The Theory of Probability. — A distinction in regard to stand- 
ards of measurement may be drawn between the so-called 
“exact sciences” and the “social sciences.” This difference 
rests upon the probohiliiy with which a given event may be 
expected to occur in a given way. Indeed, the significance of 
economic laws, as well as of physical laws, is largely to be under- 
stood only through a knowledge of the theory of probability. 

Probability may be defined as the ratio of the occurrence of a 
specified event to all the possible events that may occur in an 
infinite number of observations. This ratio may be based upon 
a priori knowledge of the conditions determining the probability, 
as in simple games of chance; or it may be based largely upon 
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induction, as is usual in the case of social phenomena. If an 
event may happen in a ways and fail in h ways, the probability 

of happening is — and of failing is Unity is the 

mathematical symbol of certainty, while zero is the symbol of 
impossibility. 

The simplest experiment is the tossing of a coin. If we toss 
one penny there are only two ways in which it may fall — heads or 
tails. Therefore the probability of heads is one-half and tails 
one-half, or 1 out of 2 in either case. If two coins are tossed, 
both may come heads, both tails, or either one a head and the 
other a tail. Thus the probability of securing two heads in one 
toss is 1 out of 4. 

If an event may happen in any one of many different inde- 
pendent ways, the probability of its happening is equal to the 

sum of the separate probabilities, or -h -> ^ The 

probability of drawing either a club or a heart from a deck of 
completely shuffled cards is or 1 out of 2. 

The probability of the occurrence of a particular compound 
event, in accordance with chance, is equal to the product of the 
probabilities of the happening of the separate independent events, 

a a - 

o** ^ U two separate packs are used, one card 

being drawn from each pack, the probability of drawing two 
kings is ^^2 X f 52 = 16/2,704 or 1 out of 169. 

Practical Applications of Probability. — The use of probability 
analysis may be indicated by a few practical illustrations. A 
simple case involves the so-called “policy” or “numbers racket” 
in which an individual selects a number between zero and 999. 
Upon the purchase of a policy slip for 1 cent, the number writer 
agrees to pay $5 to the individual if his number happens to be the 
one published, say, in the thousands columns of the stock-market 
reports of shares sold for the day. The probability of selecting 
the winning number is 1 out of 1,000 while the payment for a 
successful selection is 500 to 1. Thus the individual who plays 
the “numbers racket” is on the short end of 2-to-l odds even if 
the “ racket ” is an honest one which always will pay on a winning 
number which is not “fixed.” 
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Another illustration involves the measurement by ten persons 
independently of the length of a room. Suppose the results are 
as shown in Table 3. 

TABI.E 3. — ^Length op a Room to the Neabest One-hundredth ov 
AN Inch as Measured bt Ten Persons 


Person 

Length 

A 

Feet 20 

Inches 

9.38 

B 

20 


9.38 

C 

20 


9.44 

D 

20 


9.44 

E 

20 


9.50 

F 

20 


9 50 

G 

20 


9.56 

H 

20 


9.63 

I 

20 


9.75 

J 

20 


10.00 


The mean (average) lengtli is 20 feet 9.56 inches and the middle 
50 percent of the lengths fall within the range 20 feet 9.44- 
9.63 inches. Now suppose the length of the room is measured 
again, either by the same persons or by others, with the same 
measuring instruments. The probability is 1 out of 2 that the 
new lengths obtained will fall within the middle 50 percent range 
20 feet 9.44-9.63 inches. This use of probability is highly 
significant for the economist. Just as it is impossible for the 
engineer to obtain the exact length of a room without errors of 
any kind, the economist often is unable to obtain exact data 
respecting supply and demand conditions, let us say. He may 
compute a demand function which is the best possible statistical 
measure of demand for a given product, but variations from this 
measure are sure to occur. Thus the demand and supply dia- 
grams presented in Chap. XIII, for example, utilize an area 
superimposed upon such a demand function so that the proba- 
bility is 1 out of 2 that any given case actually will fall within the 
limits of the area, since it may be very unlikely that a given case 
will fall exactly upon the line which represents the function itself. 

Probability vs. Certainty. — Probability is any degree of rational 
belief lower than certainty. Certainty, on the other hand, may 
be regarded as a special case of probability; it may be con- 
sidered, in fact, as the maximum 'probability. In either instance. 
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probability comprises that part of logic which deals with argu- 
ments that are rational but not conclusive. This statement, 
however, must not be taken to mean that probability is a form 
of uncertainty- Nothing could be further from the truth. 
Indeed, knowledge regarding the probability with which some 
events may be expected to occur is more certain than most 
forms of information possessed by man. 

Some things never happen either in the physical or in the 
economic world because they are impossible; others because they 
are too improbable. The laws which forbid the first type of 
reaction are called primary; the others secondary. Most 
persons — and this group includes many eminent scientists as 
well as most laymen — ^feel that scientific laws should be primary 
in nature. However, primary law does not answer all the ques- 
tions which we may reasonably wish to posit. Primary law 
says a pan of water placed on a fire may boil or freeze; the given 
information is inadequate for a definite answer. Secondary law 
says the probability is overwhelmingly in favor of boiling: it is 
too unlikely that heat will pass from the water to the fire, 
although that event is remotely possible. Thus many laws of 
all sciences really are based upon probability. 

The laws of the “exact sciences” enjoy a higher degree of 
probability, and the events group themselves more closely about 
the average, than do those of the “social sciences.” This differ- 
ence is due only in part to the inability of the social scientist to use 
laboratory methods at all times. The difference also is due in 
considerable measure to the fact that the social sciences are 
social, i.e., they are forced to deal with groups of individuals, 
and so must use the methods of statistics, which are based upon 
probability rather than upon certainty (see Prob. 23). Their 
findings are not less scientific, however, because of this fact; they 
are merely to be interpreted as appl 3 dng to the majority of events 
rather than to every event concerned. 

The Normal Frequency Curve. — The various probable values of 
an occurrence tend to be symmetrically arranged according to the 
law of chance distribution. Chance means the result of a multi- 
plicity of causes no one of which is dominant. A chance arrange- 
ment of values, called a normal frequency or “bell-shaped” 
distribution, is shown in Fig. 2, together with the values actually 
obtained when 10 coins were tossed 1,024 times, the number of 
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heads in each throw being counted. The actual distribution was 
not quite “normal,” perhaps because the number of tosses was too 
small to provide an adequate sample, or perhaps because the 
coins were not absolutely “true.” 

Continuous and Discrete Series. — Two types of variables may 
be found in economics, as in other sciences. In a continuous series 
infinitely small variations may occur, while in a discrete series 
the variations cannot be smaller than some minimum value. The 
horsepower developed by a gas engine may be represented by any 
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Mumberof Heads up in a Throw 

Fiq. 2. — Frequency distribution. Actual and theoretical results from tossing 

10 coins 1,024 times. ^ 

value between zero and fifty, let us say. Variations in output 
within this range may be infinitely small, although their measure- 
ment is limited in practice by the sensitivity of our measuring 
devices. In the last analysis, few economic series are of this type. 

The number of cylinders possessed by the motor, however, can 
vary only by whole numbers. This series is thus discrete, as are 
the data in Fig. 2. Examples of discrete economic series may be 
found in price quotations and in production figures. Data of this 
type are represented more accurately by a histogram, a series of 
vertical rectangles, than by a smoothed curve of the type shown 
above, although the curve form commonly is used for the sake of 
convenience. The student should remember, however, that in 
* Jerome, H., “Statistical Method,” Harper & Brothers, 1924, p. 169. 
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reality the data are discrete although the variations may occur 
in very small increments. 

Averages. — A frequency distribution may be described briefly 
by the selection of a single value which is representative of the 
distribution as a whole. The most frequently used descriptive 
values are averages ^ the more common types of which are: 

M, the arithmetic mean. 

Md, the median. 

Mo, the mode. 

The arithmetic mean employs the method of computation 
which most people have in mind when the term average is used, 
namely, the sum of the items divided by the number of items. 
For the actual distribution of Fig. 2, M = 5.135 heads per throw, 
while for the normal frequency distribution M — b heads per 
throw. It is to be noted that the value of M is affected by every 
item in the series. The mean is easily calculated, but it may be 
meaningless when, as in this case, the original values compose a 
discrete series and this method of computation yields a fractional 
answer. 

The median is the central item, in point of position, in a series 
which has been arranged in order of magnitude. The exact 
median value for Fig. 2 is secured by interpolation by propor- 
tional parts in the median class. Md = 5.154 heads per throw 
for the experiment, and Md = 5 for the theoretical distribution. 
The magnitude of this measure is not affected by extreme 
deviations, but it also may be meaningless for a discrete series 
composed of an even number of items. The median may be 
located when the data are incomplete, or not capable of quanti- 
tative measurement, if the relative positions of the items are 
known. 

The mode, the most common item, is the value on the base scale 
corresponding to the maximum ordinate of a given frequency 
curve. For the experimental series of Fig. 2, Mo = 5.202 on 
the basis of interpolation, while Mo = 5 for the theoretical series. 
For many persons, “average” really means “mode” or the item 
which occurs most frequently. The mode is not affected by the 
magnitude of extreme deviations, but it is hard to locate accu- 
rately and it has little significance unless the series possesses a 
distinct central tendency. 
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The Use of Statistics in General. — The proper use of statistical 
methods rests upon two fundamental conditions. On the one 
hand, the “facts” used must be reliable; and on the other hand, 
their relationships must be such as to warrant the drawing of 
conclusions from them. There are many tests of statistical 
evidence, but space will permit us to mention only a few. 

Do the Data Measure the Thing about Which We Desire Knowl- 
edgef — In a general depression a manufacturer of automobile 
parts may be able to report large sales, whereas automobile 
producers may give a diametrically opposite report; employees 
of public utilities may be at work while machine tenders are 
walking the streets. It is thus evident that many different kinds 
of data usually are necessary if we are to attempt adequate 
measurement of business and economic conditions. 

Are the Data Comparablef — Much discussion frequently takes 
place concerning changes in wages, profits, volume of sales, and 
many other matters, when the fundamental change involved is 
really that of the purchasing power of the money unit. The 
various series are not comparable until they have been deflated 
and otherwise prepared for analysis. 

Are the Data Adequatef — One cannot gauge a city’s consump- 
tion of gas by measuring the quantity taken in a single hour, nor 
can the volume of business of oil refineries be determined by the 
business done in the month of February alone. Obvious as these 
mistakes appear, they are made constantly, and so one should 
guard carefully against repeating them. 

Have the Data Been Secured by a ^'Complete Count’' or Are They 
Merely a '^Sample” of the Wholef — In many cases it is impracti- 
cable or impossible to secure a complete count of all the items 
involved, whereupon the sampling process may be used instead. 
It is here that a distinction may be drawn between the methods 
of statistics and those of accounting. A primary aim of the 
accountant is to assign every dollar of income or outgo to its 
proper place, while the statistician endeavors to carry the forma- 
tion of significant judgments beyond the limit where a complete 
count is possible. Insurance rates, cost-of-living studies, market 
analyses, many index numbers, and numerous other series are 
based entirely or in large part on the sampling process. 

Has the Sample Been Properly Selected? — If the conclusions 
drawn from analysis of a sample are to be applicable to the 
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whole, the sample must truly represent the entire group of items. 
Thus every item in the total must have the same chance of 
inclusion in the sample. Here we must be careful to distinguish 
random (chance) selection of cases from careless or biased selec- 
tion, since the latter may lead to serious error with or without 
the investigator’s knowledge. To be representative, a sample 
not only must be based on random selection or its equivalent, 
but also must be adequate in size, since this factor affects the 
reliability of the measures computed from the sample. 

Speaking in general terms, the economist often resorts to such 
phrases as “the tendency is,” “other things being equal,” “that 
depends,” and so on. It should be remembered, however, that 
comments of this sort are not limited to the economist. Suppose 
an electrical engineer were asked what would happen to a person 
touching a wire carrying a charge of electric current. He could 
not make one all-inclusive and -exclusive answer without the 
possession of additional facts. 

Finally we must not overlook the statistical interpretation of 
“cause and effect.” In economics to say that one event causes 
another is merely to say that the former event precedes the 
latter in point of time. Cause and effect must be considered 
merely as a time sequence. Thus today’s price of rubber depends 
upon yesterday’s price, plus certain modifying factors that have 
appeared since yesterday’s price was determined. Tomorrow’s 
price will depend not only upon today’s price but upon additional 
modifying factors that appear between today and tomorrow. 
It is only in this sense that we may speak of the “cause” of a 
given price. Hence adequate statistics do not guarantee unim- 
peachable analysis, for it is the logical use of the facts made 
available by proper statistical treatment which is the most 
significant factor in the validity of the results thereby achieved. 

Summary. — Part I has pointed out the current and personal 
nature of economic problems. The problems are those with 
which the nation is concerned today. They are topics intimately 
connected with the news in the daily press and they affect the 
lives of engineers as well as those of other citizens. It is impos- 
sible to escape these problems. If citizens and political leaders 
alike take no action regarding them certain effects will result 
nevertheless ; other effects might be obtained if action were taken, 
but effects of some sort will appear in any case. 
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A few basic concepts of economics have been defined and tlie 
student has been warned of the need for careful use of definitions 
in order to secure clear thought and to avoid misunderstanding. 
Methods of analysis have been examined and economic science 
has been related to the other sciences in respect to aims and 
methods. Upon the basis of this introduction to the subject 
we shall turn in Part II to an examination of the business system 
of today, of its history, modern development, and operation. 
An understanding of the conduct of modern business will pre- 
pare us for the analysis of cause and effect — in short, for the 
treatment of economic theory — which will follow the description 
of our industrial society to which we now turn. 

Problems 

19 . “Doing nothing in respect to economic matters is in itself an economic 
policy.” Explain. To what degree would the same hold true in engineering 
technique? 

20 . A person with a small amount of money to invest is considering 
buying shares of stock in a copper company. He finally purchases the stock 
because the price of copper advanced from 1 1 cents to 13 cents a pound. 
What additional information is needed before the advisability of the pur- 
chase can be determined? 

21 . a. On the basis of the following four materials, compare building 
costs in 1938 with those in 1928 by computing simple relative-from-aggre- 
gate index numbers with 1928 as the base; 


Commodity 

Quantity 

1928 

1938 

Building brick 

' 1 

1,000 

$45 

$40 

Cement blocks 

1,000 

75 

60 

Lumber, board feet 

1,000 

65 

60 

Roofing, square feet 

1,000 

20 

17 


h. If a weighted relative-from-aggregate index is used instead, will the 
results be different from those obtained in a? Why? 

22 . On the basis of this index of wholesale prices, compute the deflated 
index of United States exports given in Table 1 on p. 42. 


Wholesale Price Index 


1926 

100.0 

1932 

64.8 

1927 

95.4 

1933 

65.9 

1928 

96.7 

1934 

74.9 

1929 

95.3 

1935 

80.0 

1930 

86,4 

1936 

80.8 

1931 

73.0 

1937 

86.3 
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23. The American Experience Table of Mortality indicates the following 
data for life expectancy at certain ages: 


Age 

Rate of mortality 
per 1,000 

Probable future life- 
time, years 

Expectation of 
life, years 

10 

7.490 

63.5 

48.7 

■I 

7.805 

53.5 

42.2 

Bl 

8.427 

43.5 

35.3 


9.794 

33.5 

28.2 

50 

13.781 

23.5 

20.9 


26.693 

13 5 

14.1 


61.993 

.5 

8.5 

80 

144.466 

.5 

4.4 

90 

1 

454.545 

.... 

1.4 


What kind of average is meant by “probable future lifetime”? By 
“expectation of life”? What is the moat probable age attained at death? 
What meaning would you ascribed to “probable” in this connection? Use 
the mortality rates as given to compute the probability of death of an 
individual member of the college community at various present ages. 

24. Determine the basis upon which the New York Times weekly index 
of business activity is computed; the Bureau of Labor Statistics cost-of- 
living index. How do the current figures for these indexes compare with 
those for last month, and a year ago? 

26. “There are really no such things as economic laws because these 
so-called ‘laws’ always have exceptions.” Discuss in terms of probability. 
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The economist makes use of a long list of government reports and bulle- 
tins, the services of various private statistical agencies, and economic and 
business periodicals and journals. The following list is intended to be 
suggestive rather than a summary of the literature. 

Oovemnient 

'^Statistical Abstract of the United States^' (annual), Bureau of Foreign 
and Domestic Commerce. (Beginning with 1938, the Bureau of the 
Census.) 

Survey of Current Business (monthly and weekly supplements), Bureau of 
Foreign and Domestic Commerce. 

"Census of the United States'' (decennial), Bureau of the Census. 

"Census of Manufacturers" (biennial), Bureau of the Census. 

"Census of Distribution" (1929, 1933, 1935), Bureau of the Census. 

Federal Reserve Bulletin (monthly), Federal Reserve Board of Governors. 

Monthly Labor Review^ United States Bureau of Labor Statistics. 

Private 

The American Economic Review (quarterly), The American Economic 
Association. 

The Annalist (weekly), The New York Times Company. 

Automobile Topics (weekly), Motor Trades Publishing Company. 

Brookmire Forecaster (monthly), Brookmire Bulletins, Inc. 

Commercial and Financial Chronicle (weekly), William B. Dana Company. 

Conference Board Bulletin (weekly), National Industrial Conference 
Board. 

Dodge Statistical Research Service (monthly and trimonthl^Oy F. W. Dodge 
Corporation. 

Index of Machine Tool Orders (monthly). National Machine Tool Builders 
Association. 

National City Bank Bulletin (monthly), National City Bank (New^ York). 

New York Stock Exchange Bulletin (monthly), New York Stock Exchange. 

Retail Price Index (monthly), Fairchild Publications. 

Review of Economic Statistics (quarterly), American Statistical Association. 

Standard Statistics Services (Standard Market Rating — monthly; The 
Business Forecast — weekly; Basic Statistics — Wednesday and Friday), 
Standard Statistics Company. 

Steel (magazine), Penton Publishing Company. 
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CHAPTER IV 


THE EVOLUTION OF MODERN INDUSTRY 

The complexities of the present economic system are to be 
understood only in terms of a gradual evolution from more 
simple forms. The technical developments of industry, the 
forms of business organization, the legal framework in which 
business operates, the financial system, and the human relation- 
ships of employee and employer, for instance, are descendants 
of a past, either recent or remote. It is the purpose of this 
chapter to indicate something of this background and of the 
evolution which has brought about the business world as we 
know it today. Since some of these changes will be discussed 
elsewhere, attention here will be confined largely to the technical 
and legal developments. 

I. TECHNICAL BACKGROUND 

. . . Let us imagine the whole history of mankind crowded into twelve 
hours, and that we are living at noon of the long human day. Let us, 
in the interest of moderation and convenient reckoning, assume that 
man has been upright and engaged in seeking out inventions for only 
two hundred and forty thousand years, which is probably less than one- 
fourth of the actual time man has been on the planet. Each hour on our 
clock will then represent twenty thousand years, each minute three 
hundred and thirty-three and a third years. For over eleven and a half 
hours nothing was recorded. We know of no persons or events; we only 
infer that man was living on the earth, for we find his stone tools, bits 
of his pottery, and some of his pictures of mammoths and bison. Not 
until twenty minutes before twelve do the earliest vestiges of Egyptian 
and Babylonian civilization begin to appear. The Greek literature, 
philosophy, and science of which we have been accustomed to speak as 
“ancient,” are not seven minutes old. At one minute before twelve 
Francis Bacon wrote his Advancement of Learning, and not a half-minute 
has elapsed since man first began to make the steam engine do his work 
for him.^ 

* Jambs Harvey Robinson, “The Human Comedy,” Harper & Brothers, 
1937, pp. 86-87. 
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The extreme youth of the industrial system, when compared 
with man’s stay on this planet, is remarkable. The period during 
which the human race has been present on the scene is immeasur- 
ably long compared to that portion of it in which industrial 
advances have been made. About half of the span of human 
existence on the earth was passed without the use of any tools 
except those of the most rudimentary nature. Crude stone 
implements alone were used during some hundreds of centuries, 
after which came in increasingly rapid succession the Bronze 



Fig. 3. — One and one-half million years of cutting efficiency of tools.* 

Age, the Iron Age, the ages of Steel, of Steam, and of Electricity. 
The Industrial System did not make its appearance until yester- 
day, relatively speaking. It is a contemporary of Steel and of 
Steam. Thus modern industry is very much of a newcomer in 
man’s environment. 

Significance of Man’s Prehistoric Economy. — Man today 
brings to the art of production two major types of equipment: 
his equipment of intellectual capacities and emotions and his 
equipment of technical knowledge. It is very significant that 
much of his mental equipment was completed in the days of 
primitive man; and that the basic elements of his technical 
equipment for production, the wheel, the lever, and the inclined 
plane, also were discovered and perfected in a relatively early 

^ Fairchild, M., and H. Hart, A Million Years of Evolution in Tools, 
The Scientific Monthly, Vol. 28, January, 1929, p. 78. 
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period. Knowledge and training have increased markedly in 
the last 10,000 or 20,000 years but, according to able authorities, 
little corresponding increase in brain power or innate mental 
ability has appeared. Indeed, Cro-Magnon Man, who lived in 
Europe about 25,000 years ago, had an average brain-case 
capacity 16 percent greater than the modern average. The 
feelings and impulses of the modern factory worker probably are 
fundamentally similar to those of the primitive toiler using 
implements of stone. ^ The mental equipment which was 
completed in the primitive environment of our ancestors is now 
plunged into the humdrum environment of the factory and the 
mill. The maladjustment between mental equipment and the 
rigorous discipline of the factory is manifested in monotony, 
fatigue, unrest, bitterness, and sabotage. One problem today 
is how to conduct the Machine Age with a mental equipment 
which developed largely to fit Stone Age conditions. 

Historical Economies. — Man’s slow advance from complete 
dependence upon his native environment to a large degree of 
control over that environment often is divided into a series of 
stages or economies. First historically w'as the economy of direct 
appropriation, in which man lived directly upon those gifts of 
nature which he was fortunate enough to find from day to day. 

In the hunting economy which followed, private personal 
property first appeared in the form of tools, weapons, and orna- 
ments. Hunting grounds still were free to all or were owned in 
common by the tribe. Since tools and weapons allowed man 
to sustain life more easily, leisure was available in which new 
methods could be discovered and old ones improved. In the 
pastoral economy the bounds of private property were expanded 
to include ownership of herds and flocks, though grazing land 
often was free since man was nomadic and moved about in search 
of new pastures. Here for the first time man utilized “natural” 
processes to lay up a stock of supplies for the “rainy day.” 

Generally speaking, the domestication of plants was preceded 
by that of animals; to cultivate plants man must maintain a 
relatively fixed abode. The agricultural economy thus instilled 
in man a new outlook on life, for the stockman was of a roving 
disposition quite foreign to that of the farmer. Private property 

‘ See the presidential address by Dr. H. S. Harrison before the British 
Association for the Advancement of Science, Sept. 4, 1930. 
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now included tools, land, buildings, and even water rights. 
During the rise of agriculture land was plentiful and machinery 
was unknown, hence the major expense to the landowner was 
that of labor. Thus the importance of slavery was greatly 
enhanced, and the business of slave trading underwent marked 
expansion. 

In the pastoral and agricultural economies men were largely 
self-sufficient, for there was very little trade and a man's own 
activities served to satisfy his meager wants. As the state of 
the arts advanced, however, this situation underwent a gradual 
change. With a more dense population, men came to specialize 
in particular tasks. Thus the blacksmith and the miller relieved 
the farmer of certain of his duties and allowed him to concentrate 
his efforts upon farming itself. This specialized production of 
articles for sale by individuals or small groups who worked by 
hand in the home or shop characterized the handicraft economy. 
Here machinery was not used, and employment, production, and 
sale occurred only on a small scale and so were personal rather 
than impersonal activities. 

The industrial economy in which we live today was the final 
outgrowth of the handicraft system. It is characterized by 
large-scale machine production in factories; by the impersonal 
labor relations of wage earners employed by “capitalists” and 
the impersonal sales relations of producers and consumers who 
never see each other; and by the price and cost problems of 
quantity production. It is the outgrowth of some five business 
“revolutions;” rapid, far-reaching changes in agriculture, trade, 
finance, employment, and mechanical technique. 

The “Industrial” Revolutions. — Marked changes in commerce 
occurred near the close of the fifteenth century, partly as a result 
of changes in the standard of living of the upper classes following 
the crusades, and partly as an outgrowth of the maritime inven- 
tions and discoveries of the period. The centers of trade were 
transferred from the Mediterranean to Holland and to England. 
Markets for foreign goods were enlarged, foreign trade routes 
were established, and the next four centuries witnessed an 
extension of the commercial relations of mankind to which there 
is no parallel in history. 

The rise of modern hanking and finance dates from the late 
sixteenth century. Stable currencies and strong central govern- 
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ments encouraged the use of credit and the payment of debts by 
means of bills of exchange. The growing freedom of the common 
man was closely related to the displacement of pa3maents ‘'in 
kind” by payments in money. Recognition of the bank note 
as a representative of credit rather than as a mere warehouse 
receipt for coin appeared at the close of the seventeenth century, 
and some decades thereafter the second characteristic feature 
of modern banking — the granting of deposit accounts upon the 
mere credit of borrowers — was evolved. 

Agriculture underwent marked changes about the middle of 
the eighteenth century, although many of these developments 
were in evidence as early as the sixteenth century. The rotation 
of crops, the use of improved strains of seed and of stock, th<; 
specialization of given areas upon particular farm products, 
and the introduction of improved methods and machinery have 
changed the whole nature of the industry. The productivity 
of the farm has been increased enormously, and the self-sufficient 
nature of farm life has been deeply undermined. 

Early in the eighteenth century the conditions of employment 
were vitally altered. Throughout the whole course of historj' 
up to that time, industry in general had been in the hands of 
masters and small craftsmen, who commonly worked in their own 
houses. They frequently were members of craft guilds^ were 
mostly their own employers, and formed an essential and perma- 
nent middle class. There were a few capitalists, but there were 
no big capitalists. There were no rich manufacturers then. 
The rich men of that time were great landowners or money- 
lenders; but in the eighteenth century workers in certain indus- 
tries were collected together into factories in order to produce 
goods in larger quantities through a systematic division of labor. 
Thus the employer, as distinguished from the master workman, 
began to be a person of importance. Production was still largely 
by hand labor instead of by power machine, but specialization 
by tasks was greatly developed. 

The mechanical revolution of the late eighteenth and early 
nineteenth centuries, arising as it did from the development of 
organized science, was an entirely new thing in human experience. 
The steam railway, the steamship, and the electric telegraph were 
to the popular imagination of the nineteenth century the most 
striking and revolutionary of inventions. They were, however. 
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only the most conspicuous first fruits of a far more extensive 
process. Technical knowledge and skill were developing with 
an extraordinary rapidity and to an extraordinary extent, when 
measured by the progress of any previous age. A gigantic new 
material framework for human affairs has come into existence 
because of the resultant increases in productivity. Great read- 
justments of our social, economic, and political methods to meet 
these changes are clearly demanded, yet these readjustments are 
only in their opening stages today. 

The Industrial Revolution as a Whole. — The five great changes 
we have just outlined interacted upon each other. A change in 
one field hastened developments in another so that the economic 
life of the whole world surged forward with a rush. The indus- 
trial system as we know it today is not only the direct outgrowth 
of these upheavals but also contains within itself the seeds of 
further revolution. The changes are still occurring. We are 
living in the midst of the industrial revolution, and it may well bo 
that the developments of the future will prove to be more striking 
and more far-reaching than were those of the past. 

The effect of these changes upon industrial relations has been 
noteworthy. The manufacturer and craftsman had been tradi- 
tionally a middle-class townsman. The factory and the employer 
now displaced him. Either he became an employer of his fellows 
and so grew toward wealth and equality with the other wealthy 
classes, or he remained a worker and sank very rapidly to the 
level of a mere employee. 

As these developments spread throughout the world during the 
nineteenth century, a great gulf opened for the first time between 
the employer and the laborer. Every manufacturing worker 
in the past had at least the hope of becoming an independent 
master craftsman, but now a factory became a vast and costly 
enterprise when measured by the scale of a workman's income. 
He might still become a farmer if he could find unoccupied land, 
but even that door was closed near the end of the nineteenth 
century and the typical artisan was thenceforth doomed to be a 
worker from the cradle to the grave. Thus great, ugly factories 
grew up, built as cheaply as could be to hold as many workers as 
possible, while around them huddled the streets of workers' 
homes, built at the cheapest rate, without sanitary facilities. 
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without privacy, often without decency, and let at the utmost 
rent that could be exacted. 

Many people are too much inclined to think of the Industrial 
Revolution as leading only to the enslavement and overworking 
of men, women, and particularly children who hitherto had been 
happy and free. This belief, however, misinterprets history, 
for it confines attention to only one side of the picture. From 
the very beginnings of civilization the children of the poor, for 
example, had always been obliged to do whatever work they 
could find to do. In reality, the factory system gathered up all 
this infantile toil and made it systematic, conspicuous, and 
scandalous. As a result, in 1819 the first British Factory Act 
was passed. Some of the provisions of this first attempt to 
restrain employers from taking the most stupid and intolerable 
advantages of their workers’ poverty amaze us today. It 
seems incredible now that it should ever have been necessary to 
protect little children of nine from work in factories or to limit 
the normal working day of such employees to 12 hours. With 
the passage of this act, however, the protection of the children 
of the poor, first from toil and then from bodily starvation and 
from ignorance, was begun. Unfortunately, this work has not 
yet been completed even in the more “civilized” portions of the 
world. 

Economic Policies of the Period. — Two policies in effect at 
the time of the Industrial Revolution, in regard to the control 
of the economic system, should be mentioned before we take up 
our discussion of modern industry. One of these is known as 
mercantilism. The policy of government regulation of economic 
activity, the mercantilistic policy (not to be confused with 
government ownership or socialism), was in force during the 
sixteenth and seventeenth centuries. Since the meicantilists 
wished to build up both the commercial and the military power 
of their nation, regulation was quite extensive. Manufacturing 
processes were specified in great detail; prices and wages were 
subject to strict examination; and foreign trade was carefully 
controlled. The purpose of regulation was to build up at home 
a stock of the precious metals through the so-called “favorable 
balance” of trade, i.e., more exports than imports. England 
was the leading mercantilistic nation. Her Navigation Acts 
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attempting to control the balance of trade were so obnoxious 
to the American colonies as to be partly responsible for the 
American Revolution. 

Partly owing to the new opportunities for profit emerging out 
of the Industrial Revolution and partly because individuals were 
merely restive under such severe government restrictions, a 
philosophy opposite to that of mercantilism, called laissez faire, 
was later developed. This policy was particularly strong in 
France, hence the name, meaning “hands off," which refers to 
governmental non-interference with business. Adam Smith, a 
Scotsman who is generally credited with having established 
the science of economics, became one of the leading exponents 
of this philosophy. He argued for the completely automatic 
operation of the economic system, as opposed to the non-auto- 
matic system of mercantilism. In his famous book, “The Wealth 
of Nations," published in 1776, he said that if individuals were 
allowed to have complete economic freedom, each would seek 
to serve his own economic interests and in doing so would at the 
same time more largely serve the interests of his fellows. In 
practice, however, the laissez faire policy of complete economic 
freedom was unsuccessful. For example, adulteration and mis- 
representation of goods and virtual enslavement of employees 
resulted. Thus it was necessary to give up the notion of com- 
plete freedom and to revert to a certain degree of governmental 
control. 

Recent Industrial Developments. — Present-day developments 
in the United States represent the latest phase of cumulative 
processes that have dominated Western life since the industrial 
and mechanical revolutions began. One of these processes 
involves the marked growth of population that has occurred in 
the last 80 years. Thus the nineteenth century brought an 
unprecedented increase in the number of Europeans; a remark- 
able spread of Europeans over the earth; and marked improve- 
ments in their standards of material comfort. In 1850 the 
population of European origin was about 316 million and of 
non-European origin about 777 million, while in 1925 the number 
in the former group had reached 639 million as compared with 
1,107 million for the latter. 

Another development of the industrial and mechanical revolu- 
tions that is of major significance involves industrial applica- 
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tions of chemistry and electricity, the increasing precision of 
work, the system of interchangeable parts, the progress toward 
automatic mechanisms, and the linking of machines into con- 
tinuous processes for mass production, which are typical of the 
new technique of material progress. Science spread from its 
ancient stronghold of mathematics into a systematic study of 
the most varied phenomena, from physics to psychology, from 
biology to the production, transportation, and distribution of 
goods. 

The Rise of the Engineering Professions. — The industrial 
application of scientific discoveries was secured by the rise and 
differentiation of the engineering professions. From the parent 
stock of military engineers there have been developed in turn 
civil, architectural, mechanical, mining, marine, sanitary, gas, 
chemical, electrical, efficiency, agricultural, and production 
engineers. Each group has been trained in the fundamental 
sciences and has gained wide experience in industrial practice. 
It is in no small measure as a result of their efforts that the 
developments of science have been consolidated and set to work 
at raising the standards of material comfort of people the world 
over. 

As part of this development, vast new granaries appeared in 
the Mississippi Valley, Argentina, and Canada; vast new ranges 
for cattle and sheep stretched from Texas to Montana and over 
much of Argentina and Australia. The textile mills of England 
were fed cotton from the United States, Egypt, and India; silk 
from China and Japan; wool from the great ranges; and coarser 
fibers from Mexico and the Philippines. European soils were 
replenished from the nitrate deposits of Chile. Iron ranges of 
great extent were found in North America; copper was discovered 
in the United States, Chile, and Peru; gold flowed from Brazil, 
California, Alaska, Australia, and South Africa; and petroleum 
pools were discovered in many parts of the world. 

To develop these new resources, engineers were needed every- 
where. They had to dig mines and to build machines, factories, 
railways, roads, and warehouses. Every discovery put to use on 
a commercial scale meant a new equipment job, which often was 
very extensive. But while the engineers were doing all this 
work on the means of production, there appeared simultaneously 
an ever larger flow of the things men eat and wear and with which 
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they house and amuse themselves. This net gain in ability to 
provide for their desires has brought men everywhere an oppor- 
tunity to increase their numbers, to raise their standards of 
consumption, to reduce their hours of work, and to give their 
children more education. The engineering professions may well 
be proud of such far-reaching results. 

Percent 



Fio. 4. — Percentage of world's production of selected commodities consumed 
by the United States; population and area of the United States expressed as a 
percentage of world's population and area.^ 

Industrial Position of the United States. — The relative position 
of the United States in the world economy is strikingly shown by 
Fig. 4. The last two bars, showing area and population, indicate 
the proportion of the world’s goods this country might be 
expected to enjoy if it were merely in an average position. 
The remaining bars indicate the portion of selected commodities 
actually consumed. Though they represent only a very few 
items, they show the preferred position held by the United States. 

‘Data obtained from the “Statistical Abstract of the United States” 
(1937) and the “ Agricultural Yearbook ” (1936). Data are not for identical 
years. 
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We may say, then, that the greatest development of the 
Industrial Revolution is the system we see about us. The system 
has grown to its present status, however, not only because of the 
technical developments of the last century and a half but also 
because of the legal developments of a somewhat longer period. 
To understand the modern industrial system, we must note the 
outstanding elements of its legal background. 

n. LEGAL BACKGROUND 

The basis of modern capitalism is property and contract. 
The rights of individuals and corporations, and their obligations 
in terms of contracts, determine the ways in which our economic 
system functions. The legal foundations of capitalism must be 
understood if we are to appreciate the conditions which permit 
or limit industrial action today. 

Rights. — A right is a claim of one free person upon another, 
and involves an obligation or duty on the part of the other person 
or persons. Thus one of the rights of private property involves 
the power to exclude others from possessing the property, and 
it involves the obligation of others to respect this power by 
refraining from trespassing on the property. The idea of a 
“right,” for most persons, involves an ethical relation: the 
problem of good or bad, of virtuous or vicious, of right or wrong. 
Economics here impinges upon ethics and, in order to settle 
disputed questions of right, is related also to jurisprudence. 
Hence business is conducted according to the working rules of 
property and contract developed principally through the formu- 
lation of the common law by the courts. Without such rules, 
modern business would be impossible. 

Contract. — A legally enforceable agreement between two or 
more persons to do or not to do a particular thing is a contract. 
The two main types of contracts are contractu under seal, such as 
bonds, and simple contracts, which may be WTitten but without 
seals, or which may be oral. The oral contract may be express 
or implied in fact. That is to say, it may be a definite statement ; 
or it may be deduced from circumstantial evidence which show's 
an intent to contract, a common example of which is the sale of 
personal property for cash. A very significant form of contract 
is the negotiable instrument. It is a form which may be trans- 
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ferred by assignment, indorsement, or delivery. A third party 
who legally receives such an instrument may obtain a stronger 
title than that possessed by the original creditor, for if he is a 
bona fide purchaser for value he takes it free from defect in title 
and free from equities against the original creditor. 

Property. — From the legal viewpoint, the significant aspects 
of wealth are the 'property rights which give the uses or enjoyments 
of that property to the owner. The benefits or enjoyments that 
flow from it are his to do with as he desires. A curtailment of 
the use by an agency of the government is therefore a deprivation 
of property and is forbidden by the Constitution unless reasonable 
recompense is made. This point is of great significance and will 
be examined at some length in succeeding paragraphs. Here we 
shall note merely some subdivisions of the property concept. 
Thus property may be real, as land, or personal, as chattels. 
Again property may be corporeal or incorporeal; that is, it may be 
composed of things perceptible to the senses, as land or mer- 
chandise, or it may be composed of legal rights, as the right to 
receive payment on a debt. Finally, property may be tangible 
or intangible; tangible and corporeal property are similar, but 
intangible property may dilTer from incorporeal property. 
Intangible property may represent the right to an opportunity 
to obtain income. Thus the “good will” of a business is valu- 
able, but it does not represent the right to income from an 
obligation to trade there on the part of customers. Rather, it 
represents the chance to receive an income because they like to 
trade there. 

These intangible and incorporeal properties from the social 
viewpoint may well be more valuable than all physical things 
in a land whose government and people are stable. Though 
invisible they are more significant even than the physical property 
which we see about us, for it is these rights and opportunities 
that have led to the production of nearly all physical capital 
and that will lead to its reproduction when it wears out. Upon 
them are built both the credit system and the business initiative 
which have carried us along the road of industrial expansion. 
The meaning of property in the eyes of the law, then, is of 
tremendous importance for the modem economic system. In 
general, the law is concerned with persons, not objects; with 
relations between persons, not with relations between things; so 
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that in law property is a bundle of rights and obligations between 
persons and not a physical object at all. 

The Supreme Court’s Definition of Property. — The Fifth and 
Fourteenth amendments to the federal Constitution prohibit the 
federal and state governments from depriving any person of life, 
liberty, or property without due process of law. In 1872 the 
Supreme Court found it necessary to define the meanings of 
property and liberty as applied to business enterprise. Liberty 
meant freedom from slavery or personal servitude; property 
meant the physical things held exclusively for the owner’s own 
use. Thus property was corporeal and tangible. It meant 
use-value, not exchange-value. So long as the right to use the 
property was unimpaired, legislation which reduced its sale-value 
or exchange-value was constitutional. 

In the quarter century which followed, however, the Court’s 
position on this question underwent a marked change, as John 
R. Commons has shown in detail in his “Legal Foundations of 
Capitalism.”^ The Court came to see that value results from 
the use and income of the property as well as from its title and 
possession. Thus the power to regulate a business was distin- 
guished from the power to destroy it by circumscribing its 
rights. In this way the definition of property right was changed 
so as to embrace not only use-value but also the more inclusive 
concept of exchange-value, which was based upon expected 
earning power. Therefore title and possession of physical 
property could be taken from its owner for public purposes 
under the power of eminent domain, but only on the condition 
that an equivalent value based on earning power should be 
paid so that the owner’s assets would not be reduced by the 
confiscation. 

Effects of Regarding Property from the Viewpoint of Value-in- 
exchange. — Evidently property has fio exchange-value unless the 
owner has access to a market where he can sell his property. 
Hence the Court completed its new definition of property in 
1897 when it said that liberty of access to markets is essential if 
property is not to be taken without due process of law. Liberty 
thus comes to mean not only the right of the citizen to be free 
from personal physical restraint, but also the right to live and to 

* Commons, J. R., “Legal Foundations of Capitalism,” The Macmillan 
Company, 1924. 
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work wherever he wishes, to pursue in the future any lawful 
avocation he desires. 

Too much liberty on the part of competitors, however, would 
destroy this liberty of the individual. It might wipe out the 
exchange-value of his business property. For this reason such 
excess liberty has long been restrained by the courts through the 
prohibition of “unfair competition.” Thus a good-will value 
is recognized as property for it may be bought and sold. If the 
corporeal and incorporeal property of a manufacturing plant will 
sell for $75,000 but the plant will bring $200,000 on the market 
because of its expected earning power, the good will is valued at 
$125,000. This “property” is of the most ethereal nature, yet 
its legal and economic significance may be at least as great as 
that of the visible land and building comprising the real property 
of the plant. 

Withholdal Value. — The right of access to a market involves 
also the right of absence from the market. In an economy of 
scarcity, the owner enhances the exchange-value of his property 
by restricting the supply of his goods offered for sale. He 
decreases the available total of use-values in the market so that 
he may increase his own exchange-values. Here business aims 
and engineering ideals part company. The engineer desires to 
create as many use-values as possible to the end that as many 
wants are satisfied as may be; the businessman wishes to dispose 
of no more units than are necessary in order to receive the maxi- 
mum net income. The businessman is concerned with exchange 
or withholdal values by means of which he improves his own 
economic position at the expense of that of his fellow men. In 
legal terms, economic coercion is permissible while duress is 
unlawful. Duress of person means threats of personal violence; 
duress of goods means withholding from a person what rightfully 
belongs to him and is needed by him ; economic coercion usually 
means withholding from a person what does not legally belong 
to him, yet is needed by him. 

Corporation Franchise-value. — A corporation franchise confers 
a special privilege upon its holder. The nature of this privilege 
has undergone a marked change during the last century. A 
corporation franchise originally was a special grant of the sover- 
eign. It permitted the creation of a corporation for a special 
purpose and has therefore been called a “franchise to be,” At 
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a much later period, general incorporation laws were passed by 
the states. Thereafter, a corporation could be organized in one 
state, and so automatically could do business in another state. 
Thus modern corporations are examples of the “franchise to do,” 
which means that a state permits a corporation to do business 
within its boundaries although it is not incorporated there. 
This “franchise to do” has been extended to cover the case of 
companies that own no more than scattered bits of real property 
in a state. Such concerns may have a total value on the market 
which far exceeds the sum of the values of the various separate 
pieces of real estate and chattels, including securities. The 
excess is good will or franchise- value. 

The most significant aspect of franchise-value is that connected 
with public utility cases. This problem will be discussed in detail 
in a later chapter, but it may be remarked here that a special 
privilege may have a value as against other private persons while 
it should not have the same value as against the government. 
In other words, a franchise of this type gives the right to do busi- 
ness with less competition than normally is to be expected. For 
this reason the income of the business may be higher. Thus 
the exchange-value of the business, if it is to be sold, will be 
enhanced by the franchise-value. But suppose it is sold to the 
very government that granted the franchise in the first place; 
it does not seem fair to force the government which gave this 
permission without recompense to pay in order to receive it back 
again, unless other circumstances have changed materially. 

Salability of Contract Rights. — One of the most important 
developments of modern business law from early common law 
was that which permitted a contract right to be sold to a third 
person. The discovery that the promise of A to pay B is 
something that can be sold to C meant that promises might be 
used as money. This use is fundamental to the operation of the 
present economic system. 

The first step in this development was that which made an 
impersonal obligation out of the personal contract to pay. Some 
contracts are still personal and so are not negotiable. An 
example is the contract to marry, which cannot be assigned to a 
third party or transferred on the market. Impersonal contracts, 
however, were thus freely transferable when the consent of the 
obligor was no longer required for assignment of the benefit to a 
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third party. The final step was to protect the rights of the 
innocent third party in such a way that his title in the negotiable 
paper might be better than that of the person who sold it to him. 
For example, A owes B a debt, in evidence of which A gives B a 
promissory note payable to bearer. If B loses the note and it is 
found by C before maturity, C could not demand payment on it 
from A for he is not a holder in due course who has given value for 
the instrument ; but if C sells (negotiates) the note to D, who buys 
it in good faith that C had the right to sell, D may require A to 
pay him the value of the note at maturity. Under these condi- 
tions, such incorporeal property as debts may circulate from hand 
to hand in the same way as money. 

This discussion will serve to point the fact that modern business 
to an extraordinary extent is based upon confidence. Interde- 
pendence enlarges with commerce as it does with technological 
advance. Concurrently, as each producer becomes specialized, 
he becomes more ignorant of other fields. Thus he comes to 
depend more and more upon the confidence he places in the hon- 
esty, diligence, and good management of others. This confidence 
exists largely because of the courts. It is due to the working 
rules which they establish for business, and to the consistency 
with which they interpret the fundamental concepts of economics 
and industry, that men have confidence in the great mass of 
incorporeal and intangible values which are an outstanding 
characteristic of the modern world. 

Labor “Rights — As was shown in earlier paragraphs, the 
change in definition of property has been from use- value to 
exchange-value. According to the new definition, the privilege of 
working becomes the property and liberty of the laborer himself. 
The meaning of the courts here, however, is not yet clear. 

The “labor” which is the laborer’s property evidently cannot 
mean his physical body. His body itself is not transferable and 
so cannot have exchange-value. What he does sell in the labor 
bargain is his willingness to use his bodily faculties according to 
another’s commands. He sells his promise to obey: his good will. 
Thus the “property” in which the laborer deals is to be classed as 
an intangible ; it is something whose value depends entirely upon 
the market situation from moment to moment. Actually, the 
free laborer is employed at will: there is no obligation on the 
employer’s part to keep him, nor has he any obligation to con- 
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tinue at work. Under ordinary circumstances, neither employer 
nor employee can secure damages from each other for failure to 
fulfill a promise to work. Therefore labor is not property but 
opportunity. The workman does not own the job. He owns the 
liberty to be continuously bargaining with his employer from day 
to day to be kept on the job by virtue of his continuous delivery 
of satisfactory services, which the employer continuously accepts. 
The laborer is continuously on the labor market. 

The tremendous importance of this legal position of the laborer 
will become apparent in later chapters when we discuss the prob- 
lems of labor legislation and trade unionism. It seems that we 
stand upon the threshold of further change in the meanings of 
liberty and property. The change respecting business usage 
occurred ov<;r 50 years ago; the new change will be in terms of 
human usage in the labor problem and may take the form of a 
restriction upon the present right to withhold work from work- 
men. If this change is made, however, we may expect a concur- 
rent change which will impose certain duties on labor unions in 
return for the rights which their members may secure in the job. 

Equity and Common Law. — The common-law powers of the 
court provide redress only when a violation of rights actually 
has occurred and only when two opposed groups of interest are 
involved, namely, plaintiff and defendant. Many cases appear in 
which the rights of more than two parties are concerned, or in 
which it is desirable to prevent a threatened injury to a right. 
Such cases may be dealt with by courts of equity. For example, 
both B and C demand payment of vl on a single debt. The 
debtor is willing to pay, but only to one of the parties. He may 
appeal to the court of equity to arrange that B and C have their 
claims to payment settled by the common-law court in order that 
A may discharge his debt by a single payment to one or the other 
of these parties. Again, A may have good reason to fear that the 
actions of B will damage his property rights but the common law 
provides no remedy until after the damage is done. Then A may 
seek reparation from B, who may not be able to provide it. The 
court of equity will afford A protection by the use of an injunction 
which forbids B to act in the manner that A fears. If B so acts 
nevertheless, he violates the court’s order, is thus in contempt of 
court, and may suffer such penalty as the court shall direct. 
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The court of equity therefore permits a different settlement of 
cases; different from the common law, because the latter must 
award money damages whereas the equity court gives specific 
relief for each case separately; and more expeditious than the 
common law, because the cumbersome trial by jury and settlement 
only after damage is done are not required in equity. The method 
of equity has developed certain abuses, however, which we shall 
point out in a later chapter in connection with a discussion of the 
use of injunctions in labor disputes. The abuses are partly the 
result of the difference between the workman’s view of his rights 
and the court’s view of the property right in labor, and partly 
the result of the method in equity whereby the judge, upon viola- 
tion of an injunction, becomes complainant and prosecutor and 
jury and judge all rolled into one. 

Divisions of Law. — The chief ends of the existing legal system 
are the preservation of the institution of private property, the 
guaranty of individual liberty, the balancing of individual and 
social interests, and the furtherance of the public welfare gen- 
erally. In order to meet these ends, the field of law has been 
divided into a number of parts in terms of the types of problems to 
be solved. Thus a person possesses many legal rights merely 
because of his existence in society. Instances are the right 
against personal interference or against defamation of character, 
the privilege to enter into legal relations with others, and the 
power to prevent trespass or wrongful conversion of property. 
Violations of these personal rights are called torts. The criminal 
law is closely allied to the law of torts, for an act constituting a 
tort also may constitute a crime. A distinction involves the fact 
that proceedings against a criminal offender are instituted and 
controlled by an officer of the state rather than by the offended 
individual since the offense is considered to be against society in 
general. 

The law of property is a broad field in itself. It may deal with 
the acquisition of property by gift, deed, contract of sale, or 
inheritance, or it may deal with the kinds of interests that may be 
acquired in property. Thus the concept of ownership involves a 
host of rights, and the owner may transfer some of these to other 
persons while he retains the rest. Furthermore the owner may 
use his land only in a reasonable manner so that certain kinds of 
improper uses or nuisances may be restricted or prohibited, as 
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is done in zoning ordinances. Finally, all these problems 
are subsidiary to those broad questions found in the field of 
constitutional law, where the general rules are laid down by 
means of which the courts steer a course amid the disputes which 
arise in the daily conduct of economic and business relations. 

Custom and Law. — Two apparently opposite theories of law 
have been formulated. One view holds that law is made by the 
command of a superior to an inferior. It may trace law back to 
the time of absolute monarchies when the king’s will was law. 
The other view maintains that law is found in the customs of 
the people. It sees chiefly the common law, which has developed 
from the general custom as to what was right and fair. One 
theory looks at constitutional and statutory law, while the other 
refers to the unwritten law formulated piecemeal by the courts. 

The two are inseparable, for statutes and constitutions are but 
dead letters where they do not fit the customs of the people. 
Both undergo constant change, but the constitutional law tends 
to resist change to a greater extent than does the common law. 
As a result, the former is subjected to modification by the Supreme 
Court through changes in the definition of its terms. ‘ These 
changes follow, at some interval of time, the alterations in busi- 
ness usage which produce new customs and which lead to changes 
in the common law. Someone must choose between customs, 
selecting the good and discarding the bad. Whoever chooses is 
the lawgiver. He establishes the framework of rules of the game 
within which economic principles and business practice may 
function. With this fundamental relationship between juris- 
prudence and e(;onomics in mind, we may now proceed to analyze 
the operation of our economic system in detail. 

Problems 

26 . In 1800 it required 25 pounds of beets to make 1 pound of sugar; in 
1882 it required 10 pounds; while now 6 pounds are sufficient. What is the 
economic; significance of this change? 

27 . “The moving conveyor used in manufacturing concerns is of greater 
economic significance tlian the discovery of gold in California.” Evaluate 
this statement. 

28 . Two scientists, Thomas and Gilchrist, found a way to smelt iron 
having a phosphorus content, thereby turning to profitable account the 

* A recent example is to be found in the redefinition of “interstate com- 
merce” wluch appeared in the famous Supreme Court decisions in the National 
Labor Relations Act cases in 1937. 
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extensive iron resources in the Minette mines of Lorraine, Luxemburg, and 
other districts of western Europe. What has been the significance of this 
discovery upon the economic relations of France and Germany? Of the 
United States and Europe? 

29 . "Since modem industry is more complicated than its predecessors, 
there has been a gain and not a loss in the worker's skill. Since the working 
day is shorter, there is less monotony than formerly." Discuss. 

80 . Which of the following are property: a violin; the violin player’s skill; 
a patent; the local telephone company’s right to use the city streets; a 
promissory note? 

31 . Distinguish between liberty, right, obligation, and contract. 

82 . What is the relation between good will and withholdal value for: 
(o) an engineer; (6) a department store; (c) a public utility? 
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CHAPTER V 
BUSINESS UNITS 


Industry and trade are conducted by individuals or by associa- 
tions of individuals. The going concern which undertakes the 
conduct of business may be organized in any one of four ways, 
namely, as a proprietorship, a partnership, a corporation, or a 
cooperative enterprise. It is the purpose of this chapter to note 
the distinctive features of these forms of the business unit, to 
describe their advantages and disadvantages, and to indicate some 
of the social implications of the most common form, the 
corporation. 

Proprietorship. — The single proprietorship is the simplest 
form of business organization and historically preceded the other 
types. In the one-man unit one person owns the business; puts 
in all the capital, either out of his own resources or by borrowing 
it on personal notes; assumes all the chance of gain or loss; and 
undertakes to handle* personally a part, if not all, of the organiz- 
ing, supervising, and mercantile functions. The owner is liable 
to the creditors of his enterpri.se not only to the extent of the 
assets of the business but also to the full extent of his worldly 
wealth. If his enterprise fails, its creditors may lay claim, with 
some exceptions, to any other property he possesses until all are 
paid in full. Herein lies the chief disadvantage of this type of 
business, for there is always the danger that the savings of a life- 
time may be engulfed along with the business in the event of 
failure. For this reason some proprietors transfer title to per- 
sonal property to their wives or other persons in order to reduce 
the personal liability involved. Other disadvantages are the 
small volume of capital — and hence the small scale of operation — 
to which the one-man business usually is restricted, and the wide 
managerial ability and experience necessary if one man is to 
conduct the enterprise successfully. 

The proprietorship form of business organization enjoys several 
advantages. It is the easiest and cheapest form to establish or to 
close out. Managerial authority and profits need not be shared 
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with others. One-man ownership excels in many small businesses 
because the variety and quantity of detail in proportion to size 
are kept within the control of the person most concerned with 
profitable operation. A distinct advantage of the one-man busi- 
ness is the owner’s untrammeled ability to make decisions quickly 
when emergencies arise. Thus the fields mainly organized on the 
proprietorship basis are agriculture, small retail merchandising, 
and professional service of all kinds. 

Partnership. — A partnership is an association of two or more 
persons to carry on, as co-owners, a legal business for profit. 
The partnership resembles the proprietorship except that it is 
owned by two or more persons, all of whom have a voice in its 
management, share in the chance of gain or loss, and ordinarily 
participate in the actual work of organization and management. 
However, one partner cannot sell his share in the firm to another 
person without the consent of the other partners, nor can the 
life of the partnership survive the death, bankruptcy, or voluntary 
withdrawal of any one of the partners. A further element in its 
personal character is the fact that the partners are not only liable 
jointly for the debts and obligations of the partnership but also 
each partner is separately liable for all the partnership debts. If 
one of the partners makes an agreement which turns out dis- 
astrously, even though he made it without the approval of the 
others, each or all must stand ready to make good the claims of 
creditors with any property, personal or otherwise, which he or 
they may possess. 

The partnership permits the use of greater amounts of capital 
than does the proprietorship. Indeed, some partnerships contain 
“silent partners,” who contribute capital to the enterprise but 
who do not take an active part in its management. The partner- 
ship also has the advantage of combining the judgment of several 
men, and it allows the partners to specialize as managers of 
various parts of the business. However, the partnership is not so 
readily established as is the proprietorship, for the partners must 
be selected with great care, since they must trust each other 
implicitly, and a detailed partnership agreement should be 
drawn up and signed. Partnerships are most common among 
physicians, lawyers, consulting engineers, and others rendering 
professional services, and in certain lines of manufacturing and 
merchandising. 
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The Corporation. — A corporation is an artificial or legal person 
whose existence is derived from the law. The corporation 
is formed by three or more incorporators (under most state laws), 
who secure a charter from the state. This charter gives the 
corporation a legal existence and states the activities in which it 
may engage. As a legal entity, its existence does not depend on 
the lives or fortunes of the persons associated with it, but it can 
carry on business in the same manner as an individual person. 
Thus it can buy and sell property, sue or be sued in the courts in 
its own name, and so on. 

According to a survey conducted by the Twentieth Century 
Fund, “about 57 percent of all economic activity [in the United 
States] is incorporated, the range being from 6 percent in agricul* 
ture to 96 percent in mining and quarrying. Of 388,564 active 
corporations submitting balance sheets to the Bureau of Internal 
Revenue in 1933, there were 594 that had assets of at least $50 
million each. This handful of giants owned 53 percent of total 
corporate wealth. On the other hand, there were 211,586 small 
corporations, each with assets under $50,000. In the aggregate, 
th(5y owned only 1.4 percent of the corporate wealth.”^ 

Stockholders. — The capital required to start the business of a 
corporation is divided into a large number of equal parts, or 
shares, and these shares are purchased by investors in whatever 
number desired. Ownership of stock is evidenced by stock 
certificates. These shares are called the stock of the corporation; 
hence the terms “share of stock” and “capital stock” (or total 
number of shares in the business). The investors who purchase 
shares of stock become part owners in the business and are called 
stockholders. 

Liability. — Since the corporation legally is a separate individual, 
contracts with it are not contracts with the persons who own the 
corporation or who conduct its business. Thus an owner’s 
liability in a corporation is limited and is unlike the liability of 
proprietors or partners. This feature of limited liability enables 
the corporation to raise larger quantities of capital than either the 
proprietorship or the partnership. When stock is bought from a 
corporation, the liability of the buyer is limited to the par value, 
if any, and to the stated value if it is no-par stock. Generally 
speaking, a stockholder’s liability is limited to the amount actually 

* “How Profitable Is Big Business?” p. 141. 
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paid for the shares he owns. If the corporation becomes bank- 
rupt, he may lose this much but no more. 

In some states, however, stockholders in banking institutions 
are subject to double liability. They may be liable for a sum equal 
to the par value in event of failure, in addition to the amount 
already contributed when the stock was purchased. This meas- 
ure is, of course, for the protection of the bank’s depositors, since 
they are in a position quite different from that of creditors, who 
are supposed to know the financial situation of an enterprise 
before they grant credit thereto. Double liability provisions 
gradually are being removed from our banking regulations. 

Securities Issued. — Corporations issue and offer to the invest- 
ing public a wide range of securities in order to accumulate the 
great amounts of capital needed for large undertakings. Sub- 
ject to certain limitations, some of the liabilities of a corporation 
may be listed in the order of their priority, those which ordinarily 
must be paid first coming at the beginning of the list, as in Table 4. 


Table 4. — Order of Corporate Liability 
Liability To Whom Paid 

Wages Workers 

Accounts payable ) . , , . , • i Other concerns 

Promissory notes) (Creditors 

First mortgage bonds Creditors 

Second mortgage bonds Creditors 

Collateral tru.st bonds Creditors 

Debenture bonds Creditors 

Preferred stock (usual case) Owners 

Common stock Owners 


A given corporation may not i.s.sue all these types of securities, 
nor have all the possible types been listed. The more common 
types of bonds and stocks will be discussed and their priority as 
to interest or dividends, as well as to principal, will be indicated. 

Bonds . — ^The creditors of a corporation may be divided into 
two groups. Some of the creditors are persons who have claims 
against it because of the performance of labor or the sale of goods 
to it. The others are persons who have loaned money to the 
corporation upon a specific type of formal promise to pay, and are 
bondholders. 

Bonds bear a definite rate of interest payable at stated intervals. 
A majority of the bondholders, being joint mortgagees, usually 
may foreclose and take control of the property for reorganization 
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or sale according to the terms of the mortgage agreement if inter- 
est payments are not met. Most bonds bear a definite maturity 
date, at which time the principal is to be repaid. In case of 
bankruptcy, bondholders’ rights ordinarily must be satisfied fully 
before stockholders receive anything. Bonds, therefore, gen- 
erally are less risky and often yield lower rates of return than do 
stocks. 

Mortgage bonds are the most common variety of the credit 
series. The security of a given issue is a mortgage on the physical 
plant of the corporation and on its general credit. This mortgage 
carries a statement of the rights of the bondholders. Each bond 
of the series represents a share in the mortgage rights. If there 
are second mortgage bonds, they may have as security that part of 
the plant and equipment not required to support the first mort- 
gage issue, the first mortgage series taking priority in payment of 
interest and principal. A variation is the equipment bond which, 
in the case of a railroad, for example, would have as security the 
rolling stock or other specified equipment of the company. 

Collateral trust bonds have as their security the stock, bonds, 
or other paper of other corporatioiis whose securities happen to be 
owned by the issuing corporation. Debenture bonds and income 
bonds are based largely on the expected earnings of the 
corporation. 

Stock. — The owners of a corporation, who are its stockholders, 
may hold several types of securities. The main division in 
stocks is that between preferred and common. Preferred stock 
has a definitely specified rate of return which, though not guaran- 
teed, is generally to be paid before dividends on the common stock 
are declared, if there are earnings to distribute. If the enterprise 
prospers, the dividend rate may be much higher on common stock, 
though this class has no specified rate of return. If the preference 
also pertains to assets, preferred stock is paid in full in event of 
bankruptcy before common stock receives any payment. 

Special classes of preferred stock are those which are cumulative 
or participating or both. In the case of cumulative preferred 
stock, dividend deficits in any year or years are carried over and 
must be paid in succeeding years before common stock can secure 
any return. Non-cumulative preferred, or any common stock, 
having once passed a dividend -period without payment, may not 
claim payment at a later date. Participating preferred stock, if 
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its dividend has been paid, shares equally with common stock, 
after the common stock has received a dividend equal to that of 
the preferred. This form of stock is not often found today. 
Other types of preferred stock can receive no more than their 
stated rates of return. Preferred stock ordinarily does not carry 
voting privileges, though this distinction does not hold in the case 
of railroad stocks. 

Common stock now is frequently divided into Class A and Class 
B shares. The former shares have no voting rights and are merely 
instruments of investment similar to preferred stock and income 
bonds. Class B shares, on the other hand, may be a sharply 
limited issue but may carry all the voting rights. Thus a few 
shares of a particular stock may control the entire investment and 
policy of a great corporation. Holders of common stock enjoy 
no specified rate of return and are the last to be paid in the event 
of bankruptcy, if any assets remain after satisfying the demands 
of all other creditors and owners. This situation is partially 
counteracted by the fact that a successful concern may pay a 
high dividend rate on its common stock. 

Ownership vs. Management. — Preferred stock, as indicated 
above, sometimes has voting power, though this right often is 
reserved for the common stock and in many recent issues part of 
the latter also has lost its voting power. Why is it possible to sell 
non-voting common stock? Some persons are stockholders not 
because they wish to be directing owners of a business but because 
they merely wish to be investors. As long as dividends are 
declared they are quite content to let someone else exercise the 
authority of ownership. If dividends are not forthcoming, instead 
of utilizing their voting rights, many individuals may sell their 
shares and invest the proceeds in some other business that appears 
to be more profitable. 

Many persons who hold voting common stock either cannot or 
do not effectively exercise their voting rights. Although each 
share (x) of such stock carries one vote, direction of the cor- 
poration’s activities requires control of no more than 51 percent 
of the stock {Nx + l)/2. As a matter of fact, if the stock owner- 
ship is widely scattered, a much smaller portion, say (iV* + 1)/10, 
will give effective control. For example, collective action by all 
the stockholders in a corporation like the American Telephone 
and Telegraph Company is impossible. This corporation has 
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over 640,000 stockholders located in all parts of the world, many 
of whom hold but a few shares each. In the light of voting 
procedure, their lack of managerial strength is obvious. 

Voting. — ^Each share of stock with voting rights carries one 
vote. Voting takes place at the annual stockholders’ meetings 
called to elect members of the board of directors and other officers; 
and at annual and special meetings upon questions of general 
policy. In practice, much of the voting is done by proxy; 
that is, the stockholders, not being able or not caring to attend 
the meetings, designate someone else to do their voting for them. 
So common is this practice that the stockholders usually receive, 
along with the printed notice of the meeting, a blank form on 
which to sign over their voting rights to a proxy. As many 
stockholders are not much interested in management if dividend 
payments are continued, they are likely to designate as proxy 
whomever the successful management suggests. In this way a 
strongly interested group may keep control of the corporation’s 
management while owning but little of the voting stock. By 
means of this voting procedure, a board of directors and a set of 
executive officers, who may be members of the board, are elected 
as managers to conduct the business for the stockholders. 

Par Value. — Another important distinction in stocks is that 
between stock of par value and stock of no par value. Any share 
of stock represents a fractional part of the assets of the business, 
depending upon the amount of the assets less the liabilities and 
upon the number of shares of stock. When stock is issued it is 
commonly given a “ nominal value ” or par value. The par value 
of a share of stock at the time when it is first issued is supposed, 
in the eyes of the law, to represent the actual value of a propor- 
tional share of the enterprise. This very seldom occurs, since the 
shares of stock must be sold to the investing public and the process 
is an expensive one. 

After a business is organized, if it does not prosper the stock 
may sell on the market for less than par or, if it does prosper, 
for more than par. Hence par value often is meaningless, and 
an increasing number of corporations are issuing no-par stock in 
which a nominal valuation has not been named at the time of 
issue. However, a disadvantage of no-par stock is the fact that 
it permits unscrupulous directors to manipulate stock values to 
the detriment of stockholders. 
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Capitalization. — The capitalization of a business usually means 
the sum of the nominal values placed upon the securities of a 
corporation by its oifficers. This total par value presumably is 
equal to the total assets of the corporation less its current liabili- 
ties. Thus to say that a corporation is capitalized at $1,000,000 
means that the nominal value of the authorized securities, both 
stocks and bonds, is said to reach such a sum. 

The process of selling stock to investors is an expensive one. 
Allowing 10 percent for selling costs, the issuance of $1,000,000 
par value of stock would bring in to the corporation $900,000. 
Hence the capitalization, if the company is a newly established 
one, would exceed the assets by $100,000. In other words, the 
corporation would be overcapitalized by that amount. Another 
name for the excessive par value of the stock issued is “watered 
stock.” 

If the corporation is successful and does not pay out all its 
earnings as dividends but reinvests part of them in the business, 
the $100,000 “deficit” will disappear, the “water” will have been 
“squeezed out,” and the enterprise will no longer be overcapital- 
ized. In fact, if this process continues, the concern may come to 
be undercapitalized. It should be understood that these terms 
refer throughout only to stock with a “nominal” or par value. 

Effects of Overcapitalization. — Overcapitalization may be harm- 
less or harmful, depending on the circumstances of the case. 
Considered first from the standpoint of the stockholders, over- 
capitalization may rob the real investors of their rightful 
dividends. The earnings of the corporation must be distributed 
over all the stock outstanding, watered or otherwise, so that 
overcapitalization reduces the earnings per share. The security 
of the investment is also less than it appears to be, and this 
may be unfair to the prospective stock purchaser. 

From the viewpoint of the general public, overcapitalization 
of corporations in unregulated lines of competitive or monopolistic 
business is practically harmless, while that of corporations of the 
public utility type, whose rates are set by a regulatory body, may 
be very harmful indeed. Public utility rates presumably are set 
at a point that will yield a “fair” return on a “reasonable” 
investment. The amount of the investment is thus a very 
important item. If the utility can inflate the value of its prop- 
erty, that is to say, if it can overcapitalize, it may be able to have 
the rates which it charges for its services set on the excessive basis 
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of the inflated valuation. Consumers thus would be forced to pay 
more for these services than would otherwise be necessary. 
Ordinarily speaking, such enhancement of prices is impossible for 
competitive businesses, since the prices of their products are 
determined in a totally different manner (see Prob. 34), 

Cash Dividends . — Cash dividends should represent a division 
of the profits of the business among the stockholders, though 
dividends sometimes are paid out of capital. The usual corporate 
practice is to retain earnings during the first few years, instead of 
distributing them to the stockholders. In this way the corpora- 
tion will have additional reserves at its command in case of an 
adverse turn in affairs. Retention of earnings, furthermore, 
represents one of the most important ways in which a corporation 
may expand the scale of its activities. Thus Armour and Com- 
pany began in 1868 with an investment of $16,000 and has since 
received $14,000,000 from the sale of additional stock, but it has 
retained in the business profits to the amount of $140,000,000. 
The Ford Motor Company’s growth was financed almost entirely 
by the retention of profits, and many other examples could be 
cited. If we remember that a share of stock merely represents a 
certain proportion of ownership in the business, we can readily 
see that the value represented by a share of stock increases as the 
value of the business increases. Corporations, then, ordinarily 
pay a nominal rate of cash dividends, and retain the rest of the 
earnings in the enterprise. The tax upon corporate surpluses, 
however, may lead to a reversal of this policy for under such a tax 
program corporate officials may elect to distribute the profits 
directly to the stockholders as cash dividends. 

Stock Dividends. — If the company continues to prosper and 
follows a fairly conservative dividend policy, we may expect it 
to become undercapitalized. Thus the market value of a share of 
stock would increase. The directors may now decide to increase 
the number of shares and to give the new shares to the present 
stockholders in proportion, of course, to their present holdings, 
thus capitalizing the surplus. This increase in the number of 
shares of stock, when given to the stockholders, is called a stock 
dividend and is to be distinguished carefully from a cash dividend 
paid on stock. 

Consider a corporation having 100,000 shares of stock out- 
standing. Suppose the corporation was worth $10,000,000, and 
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each share of the stock had a market price of $100. Thus in 
January, 1936, there was no overcapitalization. After January, 
1937, earnings retained brought the value of a share to $150 
and of the corporation to $15,000,000. If, now, we owned half 
the shares, or 50,000, the value of our holdings in the company 
was one-half of $15,000,000, or $7,500,000. 

Suppose that a 50 percent stock dividend was declared. We 
received one-half, or 25,000, of the 50,000 additional shares that 
were issued. We still owned one-half of the corporation, the value 
of our holdings being $7,500,000 as before. Thus a stock dividend 
does not change the proportion of ownership in a company, nor 
does it represent a distribution of earnings. 

Stock Dividends to Common-share Holders Not Real Income . — 
The United States Supreme Court accordingly holds that stock 
dividends to the owners of common stock are not income and so 
are not taxable as such. This presupposes that each $150 share 
of original stock will fall in value, after the stock dividend, to 
represent 1/150,000 of the ownership, or $100, instead of the 
original 1/100,000 of ownership. This is not the case. Stock 
dividends lead overoptimistic investors to believe the corporation 
richer than they thought it to be, though they may be entirely 
wrong. Another reason rests upon the fairly definite cash- 
dividend policy of many corporations. The market price of the 
original shares does not often fall so far as we should otherwise 
expect, and the market value of each of the shares is of course the 
same as that of every other identical share. Thus a person’s 
paper wealth actually may be increased by a stock dividend, 
though his gain will not be a realized one unless he disposes of the 
securities at not less than this market price or unless he later 
receives additional income on the extra shares in the form of cash 
dividends. 

Stock dividends were quite common until 1929. In the case 
of the National Dairy Products Corporation, for example, the 
original issue of stock at $33 a share took place in 1926. Then 
came a 33}'^ percent stock dividend, followed by a 100 percent 
stock dividend. Each share of the newest stock sold at $78 
in August, 1929, near the peak of the market boom, a total increase 
in market value of 630 percent in 3 years. If we inquire why stock 
dividends are used, we shall find at least three important reasons. 
One of them, as suggested above, is the reduction of the degree of 
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undercapitalization. Another reason lies in the attempt, far too 
often successful, of directors to deceive the stockholders. Thus if 
there are no profits for cash dividends, a stock dividend may be 
declared in order to satisfy the stockholders, who are thus made 
happy, having secured little or nothing. A third reason lies in the 
desire to conceal the large earnings of a very successful enterprise. 
Cash dividends of 32 percent on each share of stock arouse 
much more suspicion than dividends of 8 percent per share, dis- 
tributing the same amount of earnings to the same persons but 
over four times as many shares. Stock dividends, then, are 
sometimes used to allay stockholder unrest, to guard against 
public suspicion of “profiteering,” or to divert the curiosity or 
cupidity of possible competitors. 

Corporation Accounts and Statements. — Before the officers of a 
corporation properly may order the payment of dividends, or may 
control other business activities, they must know the financial 
status of the company. Detailed cost records must be kept. 
Income must be apportioned among the various activities of 
the business. Cost accounting, however, can bo something more 
than mere bookkeeping. It can be an efficiency device, a profit 
barometer, and a tool for control. By means of inventory control 
an accounting system can avoid waste through overstocking or 
loss from inadequate supply. Production can be planned in 
advance, and the profitable or unprofitable parts of a business 
can be more readily discovered. 

The Balance Sheet . — Accounting procedure yields two sum- 
maries of the financial position of a business. One of these is the 
balance sheet, which represents an instantaneous cross section of 
the accounts at a given moment of time. This statement bal- 
ances the assets of the business against its liabilities. Since 
double-entry bookkeeping must show a balance between credits 
and debits, the owner’s equity in the business is counted as a 
liability of the concern while its intangible values are reckoned as 
assets. The business is solvent only when the owner’s equity in it 
is a positive sum. 

The balance sheet for The Republic Steel Corporation, shown 
in Table 5, arrays the fixed and current assets of $343,949,673 
against the fixed and current liabilities of the same amount. 
The chief asset of this company is composed of plant, property, 
and equipment, while the leading asset of a merchandising cor- 
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Tablb 5. — The Rbpxjblic Steel Corporation: Consolidated Balance 

Sheet, December 31, 1936 

Assets Liabilities 


Property, plant, and equip- 
ment $360,016,123 

Less reserve for depreciation. 

depletion, etc 154,856,834 

Net property $205,16oT289 

Other assets: (securities 

owned, sinking funds, de- 
ferred charges, etc.) 46 , 265,745 


Current assets: 

Cash $13,360,301 

Notes and ac- 
counts re- 
ceivable 22,168,016 
Inventory ... 58,016, 322 

Total current assets 93 , 623 , 639 

Total assets $343 , 949 , 673 


Funded debt $110,974,148 

Prior preferred stock 28,230,360 

Preferred stock 11,969,700 

Common stock 93,996,228 

Stock guaranteed 718 , 153 

Reserves 13 , 064 , 977 

Surplus 64,299,963 


Current liabilities: 

Accounts 

payable... $13,279,981 
Accrued taxes 7,437,173 


Total current liabilities 20.717,154 

Total liabilities $343 , 949 . 673 


poration might be found under the heading of inventory. Cur- 
rent assets and liabilities are cash, inventory, and items maturing 
within 12 months. The net working capital of the company is 
$72,806,485, the balance of total current assets over total 
current liabilities. In this example, the item which serves to 
bring the assets and liabilities into balance is the surplus account. 
Thus if a net profit of $5,000,000 were made during 1937 and the 
entire amount is to be retained in the business, the Surplus item in 
1937 would be changed to read $69,299,963 and some item or items 
on the assets side, such as Cash or Inventory, would show a like 
increase. 

The Profit and Loss Statement . — The second summary of the 
financial position is the income or profit and loss statement, 
which represents a summary of the results of doing business over 
a stated period of time. This statement lists all the income 
received by the business during the stated period and deducts from 
this amount all payments made to others by the business. If the 
balance remaining is positive the business has been profitable 
and the net amount of the income statement is transferred to the 
surplus account of the balance sheet as an increase in the owners’ 
equity, or a part or all of this net amount may be withdrawn from 
the concern by the owners as profits. If the balance is negative 
the business has “lost money,” the transfer must be from the 
surplus account, so that the owners’ equity would be reduced. 

Incorporation. — In the enactment of corporation laws some 
states have sought to protect minority stockholders, creditors, 
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Table! 6. — Thb Ekpublic Steel Corporation; Consolidated Income 

Account for 1936 

Net sales $218,317,399 

Cost of sales $158,532,483 

Plant repair and maintenance 18 , 087 , 751 


Total cost of sales 

Gross profit from operation 

Selling, general, and administrative expense 

Operating income 

Other income 

Total income 

Deductions : 


Depreciation and depletion $ 10 , 130 , 485 

Interest on indebtedness 4,815,583 

Other deductions 2,241,924 

Provision for: 

Federal income tax 2,050,000 

Federal surtax on undistributed profits. . 950,000 


176,620,234 
$ 41,697,165 
13,178,917 
$ 28,518,248 
1,256,666 
$ 29,774,914 


Total deductions 

Net income 

Dividends : 

Prior preferred dividends 
Preferred dividends . . 
Common dividends 


20,187,992 
$ 9,586,922 


$ 2,874.113 
1,435,164 


Total dividends 

Surplus after dividends 


4,309,277 
$ 5,277,645 


and the general public against the unfair practices of organizers 
and managers. However, legi.slation varies widely from state to 
state. States with the lowe.st standards tend to govern the .situa- 
tion since a company may incorporate in any state, regardless of 
where its business is to be conducted. New Jersey was for years, 
and Delaware is today, the favorite place of incorporation for 
companies that are organized out.side the .state in which they do 
most of their busine.s.s. Thus the home offices of some 12,000 of 
the largest corporations in the United States are to be found in 
one room on one floor of an office building in Wilmington, Del. 
There are several reasons for this condition, among the most 
important of which are cheaper incorporation charges and lower 
annual franchise fees. Promoters in New York City, for exam- 
jile, may incorporate a new business more speedily in Delaware 
than elsewhere. Such a corporation allows its promoters and 
directors greater freedom to change the by-laws and the rights of 
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the various stockholders than is usual. Finally, the state of 
Delaware is convenient for directors but not for stockholders at 
the time of annual meetings; thus the directors may more readily 
obtain proxies and need not be concerned about the presence of 
the stockholders themselves at these meetings. 

Federal Incorporation , — Many people consider this situation 
deplorable. Some oppose it because the many differences 
between state laws increase the difficulty of investors in under- 
standing the rights and limitations which accompany investment 
in various businesses so that the opportunities for fraud are 
greatly enhanced. Other persons decry state incorporation 
because they object to the specific provisions, or lack of provisions, 
in the corporation laws of these states. 

Federal incorporation of all corporations engaged in inter- 
state trade is advocated by leading industrialists and economists 
as a remedy for these evils. This requirement has been opposed 
in the past because of a fear that “state’s rights” would be 
curtailed, that a state could no longer control the incorporation 
of enterprises doing business w'ithin its borders. Today most 
states actually have lost their right to control such enterprises 
because these concerns incorporate in Delaware. Under federal 
control each state at l(!ast would retain a voice in framing the laws 
of federal incorporation. The alternative is between no state 
control and an equal share in federal control. 

Corporation Promotion. — The promoters of now corporations, 
or of consolidations or reorganizations of old concerns, are to be 
found chiefly in the banking field. Promotions and new issues 
of securities generally take place on the crest of the wave of 
pros]K'rity, since; the stimulus of a speculative market then 
mate'rially aids these financial operations. In obtaining proper- 
tie's fe)r consolielation or rcorganizatiem, the normal limit of 
purchase price on the part of the promoters is about ten times the 
net earnings of the enterprise, though sometimes promoters have 
not hesitated to overpass the normal limit in their zeal for a quick 
turnover. 

Und,erwriting . — The promotion of stock issues generally is 
handled through the process of underwriting. This may be done 
by an individual banker or by a group of bankers called a hanking 
syndicate. Suppose corporation X wishes to place a million 
shares of preferred stock in the hands of investors in order to 
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secure funds for the conduct of its business. The stock may be 
given a par value of $100. The whole issue is sold as a unit to the 
bankers, for example, at $90 per share. The bankers engaged in 
the transaction are thus underwriters; they have purchased the 
entire issue, and it is incumbent upon them to sell it to the invest- 
ing public. The corporation has secured its money at once and 
may go about its business. The underwriting bankers now sell 
the stock piecemeal to investors at, let us say, $98 per share. 
Under these conditions many investors believe they are getting a 
bargain, for the price is $2 below the par value, when actually 
the corporation secures $8 less than they have paid. This differ- 
ence between the purchase price and the selling price, on the part 
of the underwriters, covers their selling costs and profits. 

Underwriters frequently retain a block of the stock for them- 
selves as part payment for engineering the transaction. This 
block generally is composed of voting stock. The bankers insist 
that investors have purchased the shares because of the good name 
of the underwriters and that therefore the latter must have voting 
power in order to control the corporation for their own protec- 
tion. An example, of which there are many, is that of a hydro- 
electric enterprise at Conowingo, Md., on the Susquehanna River, 
which was to cost $52,220,000. The proposed financial setup 
included the sale of bonds to the amount of $35,410,000 and of 
preferred stock to the amount of $16,810,000, thus wholly paying 
for the project. In addition, a large number of no-par common 
shares were to be issued: Class A common, which was to be given 
away to “sweeten” the distribution of the preferred stock, and 
Class B common, carrying sole voting power, which would not be 
offered to investors at all but would be retained by the under- 
writers without payment on their part. 

Corporate Consolidation. — ^The postwar years have seen 
many mergers of business units. The various forms which these 
consolidations have assumed have been dictated, on the one hand, 
by the interests of the participants and, on the other, by the 
limitations imposed by the government. Mergers are not new 
economic phenomena. They have existed under different names 
for many years. George Washington mentioned them as being 
inimical to the public interest, and before his time they were made 
a special subject for investigation and discussion in other coun- 
tries. It was in the latter part of the nineteenth century, how- 
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ever, that the merger movement first began to assume national 
proportions under the stress of severe competition between large 
corporations. This was the era of the trust and of the “anti- 
trust” activities of President Theodore Roosevelt and others. 

Trusts . — Among several uses of the word “trust,” two must 
be distinguished. The term may refer to a trust company or to 
the trust department of a bank. The; primary functions of such 
organizations are to act as agents, trustees, or custodians whether 
for individuals, estates, or corporations. On the other hand, the 
word trust may refer to a means of securing cooperation between 
corporations whereby relatively few persons may control many 
different enterprises. It is this latter type with which we are 
now concerned. 



Suppose three companies X, Y, and Z are to be formed into a 
trust. A majority of the voting stock in each company is turned 
over to trustees for safekeeping, in exchange for trust certificates 
indicating ownership of the stock and the right to receive divi- 
dends thereon but not the right to vote. The promoters, through 
the trustees, therefore hold a majority of the voting rights of 
each company. They can thus control the activities of companies 
X, Y, and Z in such a way as greatly to reduce the competition 
between them and presumably to permit greater profits, because 
of the higher prices X, Y, and Z may now charge. Hence all the 
stockholders may receive larger dividends. This explains their 
readiness to give up their shares in exchange for trust certificates. 
Companies X, Y, and Z retain their original identities unchanged, 
for the only alteration is in the control of the voting rights. 
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Trust agreements, in 1890 and thereafter, were declared illegal 
by various American courts, on the ground that corporations 
did not have power to make trust agreements and that the trust 
agreement stifled competition between the formerly independent 
companies concerned and so was in restraint of trade. This 
certainly was the purpose that was meant to be served by the 
trust arrangement. 

Holding Companies . — These court decisions made another form 
of organization necessary if the desired end was to be accom- 
plished. The holding company accordingly was devised. An 
entirely new corporation, the holding company, is set up under 
this system for the express purpose of owning a majority of the 



voting stock of X, Y, and Z ; of receiving the dividends thereon ; 
and of controlling those companies by means of the voting rights 
of the stock the holding company owns. The holding company in 
turn issues various kinds of securities. These may be given to the 
original stockholders in X, F, and Z in exchange for their stock, 
or the securities may be sold on the investment market and the 
proceeds used to purchase a controlling interest in X, Y, and Z. 
The dividends on the stock of X, F, and Z represent the major 
source of income of H, the holding company; the dividends paid by 
H, therefore, depend primarily on those of X, F, and Z. Thus if 
X is prosperous while F and Z are not, H still may succeed in 
paying dividends. However, H is always in a position to bring 
considerable pressure to bear on X, F, and Z to show profits and 
declare dividends, no matter how they are obtained. 
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Pyramided Holding Companies . — The process of centralizing 
control need not stop with the one step illustrated on p. 97. The 
holding company H might be controlled by another, this one by a 


Table 7. — Example of Pyramided Holding Company Earnings* 


Organisa- 

tion 

Securities issued 

1 

Amount 

outstanding 

Interest 

and 

dividends 

Bemarks 

Operating 

company 

1 

5 percent bonds 

7 percent prefer- 
red stock 
Common stock 
Total 

$ 60,000,000 

20,000,000 

20,000.000 

$3,000,000 

1.400.000 

3.600.000 

An 8 percent return on the 
total capitalisation of $100,- 
000,000 yields $8,000,000 
income, leaving a return of 
$3,600,000 to common stock, 
or 18 percent per annum. 

$100,000,000 

$8,000,000 

First 

holding 

company 

6 percent bonds 

7 percent prefer- 
red stock 

Common stock 
Total 

$ 10,000,000 

6,000.000 

6,000,000 

$ 600,000 

360,000 

2,760,000 

Holding company owns en- 
tire $20,000,000 of the above 
common stock; the pro- 
moters hold $6,000,000 com- 
mon stock here, instead of 
$20,000,000 above with $2,- 
760,000 income, or 56 per- 
cent per annum. 

$ 20.000,000 

$3,600,000 

Second 

holding 

company 

5 percent bonds 

7 percent prefer- 
red stock 
Common stock 
Total 

$ 3,000,000 

1.000,000 

1,000,000 

$ 150,000 

70,000 

2.630,000 

Holding company owns en- 
tire $5,000,000 of the above 
common stock; the pro- 
moters hold $1,000,000 com- 
mon stock here, instead of 
$6,000,000 above with $2,- 
530,000 income, or 263 per- 
cent per annum. 

$ 5,000,000 

$2,750,000 

Third 

holding 

company 

6 percent bonds 

7 percent prefer- 
red stock 

Common stock 
Total 

$ 600,000 

200,000 

200,000 

$ 30.000 

14,000 

2,706,000 

Holding company owns en- 
tire $1,000,000 of the above 
common stock; the pro- 
moters hold $200,000 com- 
mon stock here, instead of 
$1,000,000 above with $2,- 
706,000 income, or 1,363 
percent per annum. 

$ 1,000,000 

$2,760,000 


* It is assumed that each holding company owns all the common stock of the previous 
company; that at each stage the promoters retain all the common stock of the last holding 
company; and that the promoters secure all income not required to pay interest and divi- 
dends on all prior securities. 

third, and so on. Thus a small amount of capital may exercise 
very wide control. For example, the Van Sweringen Railroad 
System was valued at over $2,000,000,000 in 1929, but it could be 
controlled by an investment of literally less than zero because of 
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its involved holding company structure, whose original formation 
had yielded the Van Sweringen brothers a net profit of $75,000, 

The use of the holding company method of unifying control 
has been carried farthest in the field of the public utilities. Thir- 
teen holding company groups control 75 percent of the privately 
owned electric utility industry in the United States and three 
groups, United Corporation, Electric Bond and Share, and the 
Insull group, control 40 percent of the industry. 

One instance of the pyramiding of electric holding companies is 
as follows:* 

1. Dillon, Read and Company have a major interest in: 

2. United States and Foreign Securities Corporation, an investment 
trust, which owns 80 percent of the voting stock of : 

3. United States and International Securities Corporation, an investment 
trust, which owns 10 percent of the voting stofik of : 

4. United Light and Power Company, a holding company with over 60 
subsidiaries, which owns 99 percent of the voting stock of : 

5. United Light and Railways Company, a leading subsidiary holding 
company, which owns 100 percent of the voting stock of : 

6. Continental Gas and Electric Corporation, a secondary holding 
company, which owns 99 percent of the voting stock of: 

7. Columbus and Southern Ohio Electric Company, an operating utility. 

A similar condition exists in the natural gas field, where 11 
holding company systems control 80 percent of the pipe lines of 
the nation. 

Holding Company Disadvantages . — Holding company organiza- 
tion is highly provocative of unwarranted concentration of power. 
A further serious defect of such overdevelopment is the temptation 
afforded to prestidigitation, manipulation, and chicanery. Sound 
and defensible management shades off almost imperceptibly under 
stress of self-interest, given such concentration of control as 
we have indicated, into all sorts of nefarious dealings. Practically 
all of them will lie within the domain of financial activity. 
Another important indictment against the overdeveloped holding 
corporation in the public field has to do with rate regulation. 
Under the terrific involution of accounts it may become prac- 
tically impossible for a commission to allocate costs and to deter- 
mine earnings as related to the investment. The holding 
company is exposed also to the temptation to exploit its subsidi- 
aries, taking its own profit by undue enhancement of the operating 

^ Standard Corporation Records, Standard Statistics Ck>mpany, Inc., 1936. 
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expenses of the local concerns. This is particularly true of 
“service” companies that are controlled by the holding corpora- 
tions owning the basic operating enterprises, for the latter some- 
times are required to patronize these service companies at 
exorbitant rates. 

Advantages of Consolidation. — Although there are many reasons 
for consolidation, most of them may be grouped under one of four 
headings. The desire to obtain monopoly profits leads to con- 
solidations of competing plants in non-utility fields. Most public 
utilities, of course, are granted monopolistic franchises so this 
point is of minor significance for them. The desire for promo- 
tional profits keeps many financiers constantly on the watch for 
merger opportunities. Consolidation to obtain efificiency profits 
may be due to advantages from large-scale production, m(‘rchan- 
dising, finance, or interconnection of properties or it may be due 
to the fact that inefiicient plants may be withdrawn from j)rodiic- 
tion by the consolidation so that only the better plants may 
remain in use. Consolidation to bolster up a weak company })y 
combining it with a strong one is an effort to prevent losses and 
may present the only alternative to failure. This condition it, of 
marked significance for the public regulation of the railroad 
industry, as we shall see in a later chapter. 

The motives underlying consolidation are closely intc^rrelated. 
The merger of companies, as the businessman commonly views 
it, is merely a device to reduce risk and to stabilize income. To 
him it is a form of insurance against loss and therefore is approv('d 
as such. From the standpoint of social well-being, however, tin' 
test of the desirability of a given merger should be whether it 
really does introduce new efficiencies or whether it mer{!ly p('rmits 
one competitor to crush another. 

The pyramiding of equities that occurs in many diffcjreiit ways 
in holding company organization likewise is commonly regarded 
as a further extension of the principles of risk distribution and 
income stabilization. Undoubtedly this result often is accom- 
plished, but in the process there is sometimes such a loss of respon- 
sibility to workers, to investors, and to the general public that the 
great complexity of the resulting structure may outweigh the 
social advantages it may provide. 

Recent Corporate Developments. — The tremendous importance 
of the corporation in modern economic life has been indicated in a 



BUSINESS UNITS 


101 


striking manner by a penetrating study by A. A. Berle and 
G. C- Means, entitled “The Modern Corporation and Private 
Property. According to this study, Koo of 1 percent of the 
non-banking corporations in the United States — 200 out of about 
300,000 — in 1929 held almost 50 percent of the non-banking 
corporate wealth, or 22 percent of the total wealth of the nation. 
These 200 largest corporations received about 43 percent of the 
non-banking corporate income. Their rate of growth was 
markedly greater than that of the great mass of smaller corpora- 
tions, so that a continuation of this rate might result in the control 
of all corporate activity by this handful of companies by about 
1965, although the depression beginning in 1930 materially 
reduced this rate of growth. 

The Profits of “Big Business.” — A significant study of cor- 
porate income has been made under the auspices of the Twentieth 
Century Fund, Inc.^ From the viewpoint of the profit and loss 
statement, large .size appears to stabilize income. Thus the rate 
of profit and the rate of loss for large corporations with as.sets 
over $50,000,000 have been lower in the years 1931 and 1933 than 
the rates for small corporations with assets less than $50,000, 
when “profit” refers to the net income on net worth or the total 
profit on total capitalization. Banking corporations evidence 
the fact that large size, on the average, is accompanied by the 
advantage of more favorable operating results. In general, 
small corporations show a higher rate of turnover of capitalization 
— do more busine.ss in relation to invested capital — than do the 
large companies. This fact may explain why the rate of profit 
in small biisine.sses in good times often is higher than in the large 
units. Finally, the percentage of net income paid in dividends 
is highest for the large corporations. In terms of the balance 
sheet, large corporations rely more upon stockholders and less 
upon lenders than do the smaller ones. Thus 78 percent of 
borrowed capital in 1933 was subject to the call of creditors for 
the smallest corporations while only 17 percent of the capital of 
the large.st class was of this type. Surplus and undivided profits 
also are much more important accounts for the large than for the 
small companies. 

1 Berle, A. A., and G. 0. Means, “The Modern Corporation and Private 
Property,” The Macmillan Company, 1933. 

* “How Profitable Is Big Business?” 1937. 
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Interlocking Directorates. — The control of the nation’s cor- 
porations rests in the hands of an extremely small minority of the 
population. Men who are directors of one corporation fre- 
quently are upon the boards of directors of other companies as 
well. These interlocking directorships place the control of many 
corporations in the hands of the larger banks rather than in those 
of stockholders. In 1931, 57 percent of the assets of the 200 
largest corporations were under the control of 166 persons, who 
held 298 directorships in the 43 leading companies.^ The assets 
of these 43 corporations represented 13 percent of the national 
wealth. The same 166 persons also held 117 directorships in the 
10 largest banks and 3 largest insurance companies. The 80 
directors of the Chase National Bank alone were said to hold 
287 directorships in 202 corporations whose assets in 1931 repre- 
sented 29 percent of the corporate wealth of the country. 

Cooperative Organizations. — The fourth type of business unit 
is the cooperative association, which is most significant in the 
field of marketing. In the United States, sellers’ cooperation is 
more important than buyers’ cooperation, while in Europe this 
distinction is less evident. 

Sellers’ cooperation is largely confined to agricultural products. 
There are three main types of such associations. One is the local 
cooperative association, operating in local markets and functioning, 
in general, as an individual business enterprise. Another is the 
centralized cooperative association, which differs from the local in 
that it covers a wide territory and ships from many local points. 
If local units exist, they are purely administrative, since authority 
is delegated to them only from the central oflice. California 
raisins are marketed in this way. Centralized associations 
usually aim to control a volume sufficiently large to enable them 
to exercise some influence on the price of the commodity. 

The third type is the federated cooperative association, used 
mainly where locals were first in operation. Its purpose is 
similar to that of the strong central type, but authority moves in 
the reverse direction, i.e., from the locals to the federation. The 
best known example is the California Fruit Growers’ Exchange, a 
federation of about 200 locals, which is dominant in the marketing 
of citrus fruit grown in that state. 

> Stillman, K. W., “Who Controls Business?” The New Republic, 
July 26, 1933, p. 280. 
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The essential idea of all cooperatives, however organized, is 
management in the interest of those who do business with or 
through the association, rather than in the interest of those who 
furnish the capital to conduct the enterprise. Thus the proceeds 
from the sale of goods, less selling expenses, are prorated back as 
palronage dividends to the farmers who furnished the goods. 
Members generally receive larger patronage dividends than non- 
members. If the association needs capital, it may borrow on the 
joint security of all members, it may sell stock to the members, 
or it may make deductions from returns to the members for buvsi- 
ness done, giving in place of the funds a receipt which later will be 
redeemed. If stock is issued, the dividend rate is strictly limited. 
Democratic control is assured, since each member may have but on*-, 
vote regardless of the amount of stock he owns. 

A further characteristic is the fact that cooperative associa- 
tions are excluded from the scope of the anti-trust laws. Coopera- 
tives may go so far as to make contracts with their members 
requiring the latter to sell all produce through the association. 
This measure generally is necessary to the continued success of 
the cooperative. One of the outstanding operating methods of 
cooperatives is the use of pools, similar produce from all members 
being placed in a single group or pool. Members are credited 
with the produce pooled; when the pool is sold, each member 
receives a share of the receipts, according to the proportion his 
produce bore to the entire pool. In the United States in 1936 
there were some 6,500,000 farmers, of whom 3,300,000 belonged to 
10,700 different cooperatives handling over $1,530,000,000 worth 
of farm products each year. The fields in which these coopera- 
tives were most important, in order of value of goods handled, 
were dairy products, grain, fruits and vegetables, livestock, and 
cotton products. 

Importance of the Cooperative Movement. — Most nations have 
developed some form of cooperative movement, although its 
importance varies widely in different countries. In 1934 there 
were over 465,000 cooperative societies in 43 countries with a 
membership of about 140,000,000. Over 57 percent of the socie- 
ties were in the field of agriculture, while 67 percent of the mem- 
berships were concentrated in consumers' cooperatives. The 
annual volume of trade in the 21 countries for which complete 
data are available amounted to $12,400,000,000. The data in 
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Table 8 indicate the relative importance of the cooperative 
movement in several nations in so far as retail trade is concerned. 
The Soviet Union heads the list since the cooperative form of 
organization has been utilized there as an important link in the 
socialized marketing system. The backward position of the 
United States in this movement is evident. Cooperatives are 


Table 8. — Proportion of Population and of Retail Trade in 
Cooperatives in Selbuted Countries in 1933* 


Country 

Percent of population 
in cooperatives 

Percent of retail trade 
in cooperatives 

Denmark 

9 

20 

Finland 

14 

30 

Great Britain 

16 

15 

Soviet Union 

44 

66 

Switzerland 

10 

15 

United States 

0 56 

t 



* Monthly Labor Review , U. S. Dept, of Labor, Yol. 42, No. 1, pp. 91~96. 
t Too small to specify. 


less important the world over in wholesaling and in production 
than in retailing. Nevertheless 40 wholesale cooperatives in 20 
countries did an annual volume of busiiu'ss of $8, 250, 000, 000 in 
1934, and 13 producing cooperatives in 10 countries had a volume' 
of $224,000,000. 

Corporations, partnerships, proprietorships, and cooperative 
societies constitute the main types of organizations by me-ans of 
which owners and managers direct anel ceintrol busine'ss enter- 
prises. These organizations, howeve'r, are' only the; framewe)rk 
for business activity. The activity itself might be that of market- 
ing, finance, or production. The'se activitie's, therefore, are to bo 
examined in the following chapters. 

Problems 

33 . Mr. Adams owns and manages a small establishment which manu- 
factures gaskets for gasoline motors. Do you think he should incorporate 
his business? Why? Is it to the interest of society as a whole that he do 
so? Why? 

34 . Streetcar rates are an important issue in the political campaign for 
mayor of city A, Mr. ilf, one of the candidates, says streetcar rates an^ 
too high because the streetcar company is overcapitalized. Mr. X, presi- 
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dent of the streetcar company, admits his company is overcapitalized but 
says the rates are high because of the highly overcapitalized condition of the 
companies from which rails, electrical equipment, coal, and supplies must 
be purchased. 

a. Are the arguments presented by Mr. X sound? Why? 

b. Answer the same question for Mr. M. 

36. o. Why should a share of stock of $100 par value sell for $75? 
Explain carefully. 

6. Would the company issuing this stock tend to be overcapitalized or 
undercapitalized? Why? 

c. If a brick yard is undercapitalized, will it sell bricks at a lower price 
than otherwise? Why? 

36. A real estate corporation is in need of $200,000 with which to build 
two new apartments for rental purposes. Should the funds be secured by 
selling stock? Bonds? In some other way? Would your answer apply 
equally well to a company producing artificial gas? Why? To the Nev 
York Central Railroad? Wliy? 

37. When is it advisable for a company to declare a stock dividend? 

38. Under what conditions would no-par stock be better than stock 
having a par value, from the point of view of: 

a. The stockholders? 

b. The directors? 

c. The investing public? 

39. Mr. A is a member of a cooperative association which deals in 
groceries, fruits, and meats. Mr. Y owns 100 shares of common stock in a 
chain grocery store from which he buys his groceries, fruits, and meats. 
The former gets “refunds” from the cooperative, the latter “dividends” 
from the chain store. Wherein is their economic situation the same? 
Different? 


References 

Baker, John C., and Deane W. Maeott: “Introduction to Corporate 
Finance,” McGraw-Hill Book Company, Inc,., 1936. 

Basset, W R.: “Operating Aspects of Industrial Mergers,” Harper & 
Brothers, 1930. 

Berle, a. a., and G. C. Means: “The Modern Corporation and Private 
Pro])ertv,” The Macmillan Company, 1933. 

Dewing, A. S.; “The Financial Policies of Corporations,” rev. ed., 
Ronald Press Company, 1926. 

Hoagland, Henry; “Corporation Finance,” rev. ed., McGraw-Hill 
Book Company, Inc., 1938. 

Lahser, J. K., and J. A. Gerardi; “Federal Securities Act Procedure,” 
McGraw-Hill Book Company, Inc., 1934. 

Masson, Robert L., and Samuel S. Stratton: “Problems in Corpora- 
tion Finance,” McGraw-Hill Book Company, Inc., 1935. 

Quindry, Silvester E. : “Bonds and Bondholders,” Vols. 1 and 2. 
Burdette Smith Company, 1934. 

Twentieth Century Fund, Inc.'; “How Profitable Is Big Business?” 1937. 



CHAPTER VI 


DOMESTIC MARKETING 

The organization for production, which has been described in 
preceding chapters, depends upon the effective operation of a 
marketing system. Obviously, what the producer cannot sell 
he would be foolish to manufacture. Indeed, the extent of 
the market for a commodity is the only foundation upon which a 
manufacturer safely may build production schedules. Market- 
ing analysis therefore plays a very significant part in modern 
industrial technique. 

Marketing involves two types of activity; (1) the physical 
movement of goods from producer to consumer, and (2) transfers 
of title to the goods. It is this second type in which we are 
interested. Any point at which changes in the ownership of 
goods are effected is called a market irrespective of the physical 
presence of the goods concerned. Middlemen may thus be 
classified into two groups: (1) merchants, who buy outright the 
goods they handle and thus necessarily take title to them, and 
(2) Junctional middlemen, who assist directly in effecting a change 
in ownership but do not themselves take title to the goods. 
Wholesalers, jobbers, and retailers are examples of the merchant 
class of middlemen, while functional middlemen are represented 
by brokers, commission houses, and selling agents. Railroads, 
banks, insurance companies, and warehousemen facilitate certain 
marketing activities by means of their specialized services, but 
they are not to be classed as middlemen since they render no 
direct assistance in the transfer of title. 

Marketing Functions. — The orderly movement of goods from 
producer to consumer requires the performance of certain func- 
tions or services by someone. If the marketing functions are not 
performed by middlemen, they must be undertaken by producers 
or consumers. As Maynard, Weidler, and Beckman show in 
their “Principles of Marketing,"^ these functions are: 

* Maynard, H. H., W. C. Weidler, and T. N. Beckman, “Principles of 

106 



DOMESTIC MARKETING 


107 


1. Demand creation (selling). 5. Finance. 

2. Purchase. 6. Risk assumption. 

3. Transportation. 7. Standardization. 

4. Storage. 8. Collection of market information. 

Demand creation is important because of competition, which 
requires each producer to attempt to divert business from his 
competitors, and because many consumers are unfamiliar -with 
given products. Buying involves the determination of the 
sources of supply and of the kind, quality, and quantity of goods 
to be purchased; and includes the assembly of like or unlike 
goods from different producers. Transportation may be fur- 
nished by the merchant’s own delivery equipment or by the 
various public utilities engaged in that business ; storage likewise 
may be provided by the merchant or by a public warehouseman. 
Finance is significant because the majority of sales are made upon 
credit, which is advanced by merchants, manufacturers, or 
banks. Risk is an inescapable characteristic of business activity, 
but many risks may be covered by insurance; the non-insur- 
able risks can be minimized only through the exercise of good 
business judgment. Standardization is necessary in order that 
goods may be graded; it is only then that sales may be based 
upon descri-piion or sample instead of upon inspection of each unit 
of the goods. Market information is absolutely essential if 
the producer is to make the most of his opportunities, and 
many functional middlemen owe their existence largely to skill 
in obtaining and analyzing information respecting possible 
markets. 

Classes of Goods. — Some articles require very little processing 
before consumption; other classes of goods must be treated 
extensively before they can be consumed; and some commodities 
are produced, not for personal consumption at all, but to aid in 
the manufacture of consumption goods. The following classifica- 
tion of goods is significant because the problems involved and the 
distributive channels used in marketing the various classes are 
more or less distinct. 


Marketing," rev. ed., Ronald Press Company, 1938; “Recent Economic 
Changes," McGraw-Hill Book Company, Inc., 1929, and Bernabd Lbstor, 
“Marketing Industrial Equipment," McGraw-Hill Book Company, Inc., 
1935, have been drawn upon for some of the material in this chapter. 
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I. Products of the extractive industries. 

II. Manufactured goods. 

A. Producers’ goods. 

1. Semi-manufactured goods. 

2. Equipment. 

3. Supplies. 

B. Consumers’ goods. 

1. Convenience goods. 

2. Shopping goods. 

3. Specialties. 

Products of the Extractive Industries. — The chief extractive 
industry is agriculture, which provides both raw materials and 
finished consumt'rs’ goods. Many of the raw-material markets 
are highly organized and provide for trading in both cash and 
futures contracts. Some consumption goods are sold direct to 
retailers or consumers, but farm products generally are handled 
in one or more of four different markets: (1) the local grower’s 
market, (2) city wholesale markets, (3) jobbing markets, and (4) 
the retail market. 

The products of the* other extractive industries, such as mining, 
forestry, and fisheries, tend to pass through fewer hands than do 
agricultural products. This difference is largely due to the much 
greater number of small producers in the latter field. A marked 
distinction between the raw materials of the extractive industries 
as a whole and the products of manufacture is the fact that the 
commodities of the former group cannot be distinguished by 
brands or trade-marks. Purchase therefore tends to be by 
specification on the basis of a highly competitive price. 

Producers’ Goods. — Commodities which are desired not 
because they yield personal satisfaction in consumption but 
because they assist in the production of consumers’ goods are 
called producers’ goods. In this group we may distinguish semi- 
mo nufarfured goods, which r{*quire further processing before they 
become ready for final use, as pig iron or cotton yarn, or assembly 
parts, as electric motors for washing machines; equipment, such 
as basic machinery, trucks, tools, or steel shelving; and supplies, 
which are themselves finished goods but are used in production — 
examples would be lubricants, light bulbs, belting, and general 
office supplies. Some producers’ goods are sold through whole- 
salers and other middlemen, but a large quantity are handled 
by direct sale. Since many of these commodities are highly 
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specialized machines and appliances, considerable technical skill 
is required in their sale, installation, and maintenance. For 
this reason an increasing number of engineers upon graduation 
from engineering schools secure positions as technical salesmen of 
producers’ goods. Thus it seems advisable to examine this 
aspect of marketing in some detail. 

Characteristics of Machinery and Equipment Marketing. — 
The marketing of machinery and equipment evidences several 
characteristics which are distinct from those to be found in the 
sale of consumption goods. Thus the appeal to the purchaser 
must be a financial one. Successful selling methods must view 
the product from the customer’s angle. He is faced with a 
technical problem: How can this job be done? or with a financial 
problem : How can the job be done more cheaply? The technical 
salesman therefore needs to know thoroughly the mechanical 
characteristics and the economic possibilities of the product and 
should take care to show the customer how the product can do 
the job better or cheaper than its competitors. In order to solve 
the customer’s problem, the salesman should know in detail the 
customer’s production processes so that he may fit his product 
into them to the best advantage. 

In many cases the salesman of producers’ goods has a double 
duty to perform. First he must sell the need for his class of 
product to the customer; then he must sell his particular product 
itself. Thus it may be necessary to demonstrate the need for 
conveyor equipment of any sort before the salesman can attempt 
to sell his own company’s conveyor appliances. Since many 
producers’ goods are highly technical, the seller often must be in a 
position to install his products himself and to adjust them cor- 
rectly to the operating conditions of the customer’s plant. This 
work may be done under the supervision of the salesman or by a 
special staff from the home office. 

The successful salesman must study the buying policies of his 
customers. He may be selling to corporations, but individual 
persons will be the ones to decide whether or not to buy. Supplies 
may be obtained largely through a purchasing agent, but the 
larger and less frequent purchases of machinery and equipment 
may require the approval of three to six officials in each company. 
The salesman must see that each of these responsible persons has 
been “sold ” on his product. The salesman will find also that the 
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items involving large expenditures may require a period of negoti- 
ation and salesmanship four or five times as long as that for 
inexpensive items. 

Machinery and Equipment Outlets. — When producers' goods 
are distributed in some fashion other than by direct sale from 
producer to customer, a number of possibilities are available. 
They are summarized in Bernard Lester’s " Marketing Industrial 
Equipment”^ in these words: 

The kinds of resale outlets that commonly exist in this country and 
are employed by machinery and equipment manufacturers are as 
follows: 

A. Machinery and equipment dealers, who to a greater or lesser extent 
operate as agents for the manufacturer in a restricted territory or 
with a restricted class of customers. 

B. Other machinery builders, who include the manufacturer’s 
products as an integral part of the completed apparatus, or who 
sell the products along with their apparatus because it forms an 
element in the operation of the completed installation. 

C. Contractors of various sorts who, in completing an installation 
contract for an ultimate purchaser, supply machinery and equip- 
ment as a part of [the contract]. 

In addition to the foregoing we have the architect and consulting 
engineer, who usually do not purchase anything, unless specifically 
employed to do so for an individual project. They have, however, a 
profound influence upon what the ultimate customer may purchase. 

The wholesaler or jobber forms another resale outlet; but this class 
operates mostly in the field of very small and light machinery, equip- 
ment, and supplies. 

In some lines of business certain items of machinery are installed 
on a lease basis, rather than sold outright. Under this plan the 
use of the machinery involves either a flat monthly rental or a 
flat price per unit processed by the machine. In the latter case a 
counting device is attached to the machine. The lease plan 
has been used successfully to equip shoe factories and shoe 
repair shops with the necessary machinery; to supply road con- 
tractors and building contractors with equipment which would 
be too costly for the individual contractor to purchase; and to 
supply oflBices with electrical tabulating, sorting, and accounting 
machinery. 

‘ McGraw-Hill Book CJompany, Inc., 1935, p. 141. 
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Any manufacturer of producers’ goods should take numerous 
factors into consideration when he selects the outlets he is to use. 
The basic idea is to make it easy for the user to acquire the product 
and to receive adequate service which will keep it in operating 
condition. Generally speaking, large, costly, complicated, and 
technical products are sold direct by the manufacturer to the 
customer. Other products may be distributed in other ways, 
depending on the number and geographical distribution of the 
customers and on the buying habits which they may have formed 
in past years. 

The manufacturer also should survey his market from time to 
time to see that his energies are properly directed. He may 
conduct a product analysis to see if his product is designed to be 
most useful to the customer and if he is using the distribution 
methods most satisfactory to the user. A market analysis may 
be undertaken to ascertain the location, extent, volume, and 
character of the market for a product. Thus the producer may 
learn, for example, if he is obtaining complete market coverage 
for his product. Due to the constantly changing size and tech- 
nique of business, an industry analysis should be conducted 
periodically. The introduction of cellophane, for example, has 
called for new kinds of machinery, particularly for package forma- 
tion. If some machinery producers do not keep up to date, 
they will be outdistanced by their competitors. Competitive 
analysis of the products, market coverage, and distributing 
methods of other producers allows the manufacturer to meet or 
avoid competition and may be used to improve competitive 
conditions as a whole. 

Advertising Producers’ Goods. — Advertising has a real func- 
tion to perform in the sale of producers’ goods, although this 
function is not the direct operation of selling. The actual sale 
usually must be made through the personal contact of the 
technical salesman. Advertising may announce quickly and 
economically to the market the availability of a new product or 
service or a new use for an old one. Advertising may state 
accurately and clearly the product’s qualities in the language of 
the customer. It may convince the customer that the advertised 
product will save him money. Advertising may establish con- 
fidence and trust in the manufacturer’s ability to serve his 
customers satisfactorily. Advertising must be clear-cut, forceful, 
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truthful, and eminently respectable if it is to perform its function 
in this field. Finally, we must note that advertising should do 
just what a good salesman would do if he were able to speak to 
many customers at once. Thus we may conclude that advertis- 
ing and personal salesmanship must go hand in hand. Each will 
be used to support the other in any well-rounded sales program. 

Financing Producers’ Goods. — Most sales of producers’ goods 
are made in accordance with terms of payment which are estab- 
lished by the seller and which apply to the particular product, or 
even the particular transaction, involved. These terms are 
seldom based upon a recognized plan of finance such as has been 
developed for installment purchase of consumption goods. 
Where the purchase assures definite savings, however, payments 
sometimes are arranged as installments to be covered by the 
savings obtained. This procedure also is applied to some 
purchases by municipalities so that bond issues are avoided and 
payments are based upon periodic tax returns. In other cases 
where the seller must be granted deferred payments, it is custom- 
ary to provide them by means of a series of interest-bearing notes 
with various maturity dates. The seller may retain these notes 
until they mature, he may discount them at his bank, or he may 
sell them to a finance company which specializes in handling such 
paper. A number of manufacturers suffer heavy losses or even 
failure because they are uninformed upon the problem of credits 
and collections. This problem, however, is one which concerns 
the financial officials of the company, and they should be instru- 
mental in assisting the sales department to reach a satisfactory 
credit policy. 

Consumers’ Goods. — Commodities which are to yield utility 
to the final consumers as they use the articles are consumers’ 
goods and may be divided into three classes. Convenience goods 
are those articles in the purchase of which the consumer will put 
forth only a minimum of effort, since they usually involve a 
small unit price. Tobacco, drugs, some hardware, and staple 
groceries are examples. The articles must be readily accessible 
since prompt satisfaction of a clearly defined want is required; 
thus wholesalers are generally used to distribute the goods to 
retailers. Unlike the purchaser of convenience goods, the shop- 
per’s concept of what to buy, and where to buy it, is not clearly 
defined when the shopping expedition is begun. Thus for such 
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8?u>pping goods as clothing, jewelry, or furniture, the consumer 
expects to compare prices, qualities, and styles before deciding 
upon the actual purchase. Department and specialty stores 
carry such goods and tend to locate close to each other in order to 
facilitate the shopping procedure. Some clothing and many 
household mechanical devices, called specialty goods, have some 
particular attraction for the consumer other than price, which 
induces him to put forth special efforts to visit the stores that 
handle them. Direct sale from the manufacturer to the retail trade 
is common in this field, as is the use of the exclusive agency plan. 

Types of Retail Outlets. — Consumption goods are made avail- 
able to the general public through a number of different types of 
retail outlets. The choice of the particular type of outlet to be 
used by a manufacturer depends largely upon the nature of the 
goods themselves. The general store developed from the frontier 
trading post and is found today in rural districts, small towns, and 
outlying suburbs of larger cities. It handles a large number of 
different lines of merchandise and usually buys from wholesalers. 
A unit store is owned and operated as an independent unit and 
handles a limited line of merchandise. Unit stores handle con- 
venience or specialty goods and buy from wholesalers. 

A department store is a retail institution organized on a depart- 
mental basis, in which one of the major departments is dry goods. 
A few such stores have over 100 departments and may have net 
sales of as much as 50 million dollars annually. They do about 
9 percent of the total retail business and handle all classes of 
goods, though shopping goods are the most important group. 
Department stores buy from wholesalers or direct from manu- 
facturers. The term mail order house refers to stores that secure 
and deliver their orders by mail. They may be subdivided into: 
(1) general mail order houses, as Sears, Roebuck and Co., (2) 
specialty mail order houses, as the National Bellas Hess Company, 
(3) manufacturers who sell direct to consumers by mail, and (4) 
department stores accepting some orders by mail. Local mail 
order house branches for direct retail trade have appeared as a 
result of competition due to the development of good roads and 
automobiles. Many mail order houses purchase direct from 
producers or operate their own manufacturing plants, 

A chain store system is a group of stores handling similar lines of 
merchandise with a single ownership and centralized management 
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but with decentralized location. There are over 10,000 chain 
store systems in the United States with a combined total of over 
100,000 retail outlets, doing an annual volume of business repre- 
senting about a fifth of the total retail trade. They are strongest 
in the fields of groceries, drugs, and shoes. At the present time, 
some shifting is taking place from convenience goods to shopping 
and specialty goods. The chain store idea is being extended into 
the department store field. Sources of supply for chain stores are 
similar to those for mail order houses. 

The One-price Policy. — Retail trade in the United States is 
conducted largely on the basis of the one-price policy, which 
requires that the same price be charged to all customers who 
purchase goods under substantially similar conditions as regards 
place and time of purchase, terms of credit, quality, and quantity. 
These conditions do not prevent the frequent changing of prices, 
however, so long as the new prices are the same for all customers. 

The varying-price policy, on the other hand, is still used to a 
considerable extent in wholesale trade and applies to a few com- 
modities in retail trade. This policy permits price concessions to 
favored customers because of competition and the customer’s 
superior bargaining ability. Such concessions take the form of 
lower quotations, extra cash discounts, extra trade discounts, or 
exceptionally high quantity discounts. 

Trade Discounts. — In a large number of lines it is customary for 
manufacturers, wholesalers, and other vendors to quote prices to 
their customers, known as list prices, from which one or more 
discounts are to be deducted before the actual selling price is 
determined. An illustration of a list price with a string of dis- 
counts is as follows: $10 — 50 percent — 10 percent — 20 percent 
— 3 percent. The price that the customer pays for the article is 
$10 less 50 percent, leaving $5; less 10 percent of $5, leaving $4.50; 
less 20 percent of $4.50, leaving $3.60; less 3 percent of $3.60, or 
$3.49. 

One reason for the use of such a system is the practice of issuing 
comprehensive and costly catalogues at infrequent intervals. 
Changes in selling prices may then be arranged through the issue 
of new discount sheets to apply on the list prices given in the 
catalogue, instead of requiring the publication of an entirely new 
catalogue. The use of a varying-price policy is an important 
reason for the use of list prices, as indicated above, since the dis- 
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count eheets may be retained by the salesman. He is thus in a 
position secretly to quote different prices to his various customers 
as the situation requires. 

Price Guaranties. — Many manufacturers, particularly pro- 
ducers of goods sold by wholesalers and retailers on a seasonal 
basis, guarantee their prices against decline so that they may 
secure orders sufficiently in advance of production to allow for 
continuous operation of the plant. Such a guaranty usually 
involves a contract to make a rebate to the wholesaler, in the 
event that the manufacturer reduces his own prices prior to a 
certain specified date, and applies only to that portion of the 
stock which the wholesaler has on hand unsold. Thus guaranties 
against price declines are in reality manufacturers’ guaranties of 
dealers’ profit margins. 

Resale Price Maintenance. — Resale price maintenance involves 
the attempt at determination by the manufacturer of the price at 
which an article identified by a trade-mark or brand should be 
resold by a purchaser, or subpurchaser, to the ultimate consumer. 
The policy chiefly affects convenience and specialty goods. Its 
purpose is to prevent retail price cutting on standard brands of 
nationally distributed merchandise. In 1936 Congress passed the 
Miller-Tydings Act, which amended the Sherman Anti-Trust 
Act, so that agreements fixing the minimum price of goods 
in interstate commerce became legal. Such agreements, how- 
ever, must be between a producer and a distributor; they 
cannot be made by a group of producers, wholesalers, or retailers, 
as the latter type of agreement is held to be in “restraint of 
trade.” 

Practically all states now have resale price maintenance laws, 
which enable a manufacturer to contract with dealers to establish 
a minimum price for his goods. These laws require that the 
goods must be branded and readily identifiable. Most state laws 
make no specific provision for enforcement, leaving that matter to 
interested groups and to the courts. Merchants in the vicinity of 
the price cutter usually complain to the state Fair Trade Com- 
mittee (usually a voluntary group wdth no legal status), which 
investigates and warns the offender. If the offender persists, the 
Fair Trade Committee may seek an injunction, or any person, 
retailer, wholesaler, or manufacturer who can show damage may 
institute civil action against the price cutter. 
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Robinson-Patman Act. — ^The federal “Fair Trade Practice” 
Act is designed to prevent unfair competition by making it unlaw- 
ful for sellers: (1) to discriminate in price between different buyers 
of goods of like grade and quality unless such price differentials 
make only due allowance for differences in cost; (2) to make any 
pa 3 rment to a customer in consideration of any service, unless 
such pa 3 rment is available on proportionally equal terms to all 
other customers; and (3) to grant any commission or brokerage 
fee to buyers, either directly or indirectly. 

The first provision deals largely with quantity discounts, per- 
mitting them only where they are not discriminatory. The 
second provision, relating to advertising allowances, permits such 
allowances only on equal terms to all buyers. The last provision 
prohibits the granting of brokerage fees to any broker controlled 
by the buyer or to any broker who passes on these fees to the 
buyer. Enforcement of the act is in the hands of the Federal 
Trade Commission. If anyone feels he has been a victim of 
discrimination he may enter a complaint, whereupon a hearing is 
granted. If proof of such discrimination can be furnished, it is 
the obligation of the accused to justify his position or to cease his 
questionable practices. 

Brand Policies. — The possibility of stimulating demand varies 
with different articles. Brands constitute one of the important 
methods of creating and controlling consumer demand, since they 
help the consumer to identify the article that he is buying and 
therefore play a very important part in repeat sales. Some 
consumers buy branded goods as a matter of policy, for branded 
articles enjoy a certain amount of prestige in the minds of many 
persons. 

Every wholesaler is confronted with two problems in regard to 
brands. The first involves a decision as to whether he shall 
handle principally branded or unbranded goods. The second 
relates to the adoption of his own brands, called 'private brands. 
In some trades few jobbers will be found who do not attach their 
own labels to at least part of the merchandise they sell. Manu- 
facturers consider that private branding on the part of whole- 
salers places these middlemen in direct competition with the 
producers of the goods. As a result, they sometimes attempt to 
go around the wholesaler and try to sell direct to retailers or con- 
sumers. On the other hand, many wholesalers fear that, when 
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they have built up a strong demand for a manufacturer’s well- 
advertised brand, the producer will sell direct to the retail trade. 
In this event, the wholesaler would be deprived of any opportunity 
to realize a profit on his demand-creation activities. 

The agitation on the part of certain consumer groups for grade 
labeling of merchandise is probably a product of the depression. 
It is argued that there is too much duplication in brands of goods, 
which duplication could be reduced by “descriptive” labeling or 
“grade” labeling. Descriptive labeling means that the label 
would carry terms descriptive of the significant characteristics of 
the product, such as size, variety, and so on. Grade labeling 
implies specifications of quality which would be designated on the 
label by a letter or a number. 

The Cost of Marketing. — The cost of marketing, depending on 
the line of merchandise considered, accounts for anywhere from 
one-third to over one-half of the consumer’s dollar. Wholesaling 
operations are not so costly as retailing, because the quantities 
handled are larger. Thus packaging costs are less, rent is a 
smaller percentage of sales, fixtures and other equipment items 
are less costly, and wholesalers have not been forced to give so 
many kinds of services as have retailers. Wholesalers’ total 
expense ranges from 8 to 15 percent of net sales, while their net 
profits range from 1 to 3 percent of net sales. Retailers’ total 
expense, however, ranges from 20 to 35 percent of net sales, 
although net profits show, on the average, about the same relation 
to net sales as do the profits of the wholesalers. 

Marketing Efficiency. — Criticisms of the efficiency of our 
present-day marketing system are leveled at the heads of both 
middlemen and consumers. Marketing costs, it is often said, are 
too high because there are too many middlemen. An excessive 
number of middlemen may mean that there are too many differ- 
ent kinds of middlemen handling a given product in turn, in its 
passage from producer to consumer. This is really a problem of 
the degree to which specialization can be carried profitably. 
The various marketing functions must be performed by someone. 
If there is a sufficient volume of goods to permit a high degree of 
specialization, an increase in the number of successive middlemen 
already in existence may, and sometimes actually does, result in 
lowering the costs of marketing through increased efficiency. On 
the other hand, to say that there are too many middlemen may 
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mean there are too many persons attempting to render the same 
service and to operate in exactly the same field in a similar capac- 
ity. Recent developments on the part of independent grocers, for 
example, seem to show that there are at times too many middle- 
men in the grocery field. The presence of an excessive number of 
competing middlemen is, perhaps, more true of retailing than of 
wholesaling. 

The other attack upon the efficiency of our marketing system is 
based upon a charge of gross inefficiency in buying on the part of 
consumers. This problem, which will be discussed at some length 
in Chap. XII, need not be considered here. 

Problems 

40. “What is to be produced depends directly upon what consumers 
want to buy.” “Our advertising department has been very successful in 
creating a demand for our products.” Can both statements be true at the 
same time? Why? 

41. If you had money enough to buy an automobile and wished to spend 
it for that purpose, would you refrain from buying a car because you could 
not see a motorcar advertisement? Why? Does it follow, then, that the 
money spent in advertising automobiles is wasted? Why? 

42. If your company is engaged in producing mining machinery and 
equipment, how would you expect it to be marketed? Why? 

43. “Once an article is produced, it is necessary only to get it into the 
hands of its ultimate users. The factory can hold the articles until they are 
ordered by phone, mail, or wire, when they can be delivered anywhere 
c.o.d. by mail, express, or freight. Therefore there is no need for whole- 
sale houses or retail stores.” Do you agree? Why? 

44. “A stable price level is universally desired. In order to attain it, 
each producer need only set a price on his product and insist that the retailer 
sell only at that price. In this way price variations would at once disappear 
and the price level would be stabilized.” Discuss. 

46. Would you classify a radio set as a convenience, shopping, or specialty 
good? Why? Through what retail outlets should it be offered to con- 
sumers? Why? 

46. How would you proceed to analyze the probable market for a new 
type of electric razor? 

47. An automobile manufacturer is considering the advisability of 
leasing autojiiobiles at so much per month rather than selling them. What 
advantages and disadvantages might the users of automobiles encounter 
in such a plan? The producers of automobiles? 
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CHAPTER VII 


MONEY AND MONEY SYSTEMS 

L THE PLACE OF MONEY IN ECONOMIC LIFE 

The large-scale production and division of labor described in 
preceding chapters could not long continue if there were no means 
for exchanging goods and services. To facilitate this exchange it 
has been necessary to develop warehouses, markets and stores, 
highways, railways and ship lines, money systems, banks and 
credit facilities, business rules, regulations and laws, and other 
devices and institutions which are meshed together in the modern 
business community. The connecting link between producers 
and consumers, buyers and sellers, workers and employers, busi- 
nessmen and farmers, is the common denominator in which the 
value of their contributions, their wealth, their incomes, and all 
their financial dealings are expressed . This common denominator 
is money, and includes everything which is generally accepted in a 
community in exchange for wealth, property, and services. 

Importance of Money. — Money is necessary to buy clothes, 
food, medical care, transportation, recreation, and security. It 
makes little difference whether one earns a living by mending 
shoes or by making laws, by growing potatoes, building houses, 
or designing motors, one must obtain and spend money. The 
money itself is of small importance, however. One could starve 
surrounded by millions of dollar bills. We work to obtain money 
only because it possesses the power to command other things in 
exchange. When it ceases to do that, we no longer desire it; in 
fact, we attempt to rid ourselves of it as quickly as possible. 

Money in the United States. — At the beginning of 1938 the 
United States Treasury reported a total of $6,334,000,000 of cur- 
rency in circulation.^ At the same time the stock of monetary 

^Federal Reserve Bulletin, April, 1938, p. 297. The term “in circula- 
tion ” does not mean that the money is actually in use, but only that it has 
been emitted. Hoarded money is counted as currency in circulation. 
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gold was valued at $12,756,000,000.* The gold itself was not in 
circulation, but was held in safekeeping as "reserves” for cur- 
rency and bank deposits. Bank deposits of the "demand” type 
make possible the use of checks, which are sometimes referred to 
as "deposit currency.” In February, 1938, member banks in the 
Federal Reserve System reported gross demand deposits of 
$28,626,000,000® upon the basis of which is written most of the 
huge volume of checks which effect over 90 percent of the financial 
transactions in the United States today. 

In considering the problems of money and credit, the student 
should keep in mind the dominating position of bank deposits 
and bank checks. In this and the folloM'ing chapter we shall be 
concerned with the development of monetary systems from thos** 
in which metallic money was the chief means of payment to the 
modern system, in which most of the payments are made by 
means of bank checks. We shall be concerned also with the 
operation of the United States monetary system, and wnth some 
of the economic problems to which it gives rise. 

Origin of Money. — A number of different explanations have 
been advanced for the origin of money. Most of these attribute 
it to some phase of trading, either between different tribes or 
within one tribe. Thus the great Scottish economist, Adam 
Smith, believed that the object (or commodity) used as money 
was at first a necessary thing for living, such as fish hooks or 
skins. These articles originally were valuable in themselves, 
he thought, but eventually lost their original use and became 
merely a medium of exchange. Another economist, John Stuart 
Mill, believed that primitive societies shared necessities in 
common. Money was a luxury article, however, whose posses- 
sion conferred standing and prestige on the owner. Having 
this prestige value, it could always be exchanged for necessities 
if the need arose. We have no way of knowing which of these 
explanations is correct. Different tribes probably developed 
money for different reasons The chances are, however, that 
in no place did money develop as the result of a conscious effort 
to eliminate the difficulties of barter. It is more likely that 
trading was at first confined to a few articles and that one of these 
came to dominate the rest for one reason or another. 

* Ibid., p. 298. 

* Ibid., p. 296. 
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Evolution of Money. — The commodity used as money has 
changed with the type of economy. In the hunting and fishing 
economy, shells, such as the wampum of the American Indian, 
trinkets, and skins were used as money; in the pastoral economy, 
cattle or sheep were used; in the agricultural economy, grain 
(usually wheat) was used, although the early American colonists 
used tobacco for a time. With the development of commerce, 
metallic money was introduced. As economic and social 
organization became more complex, metallic money was stand- 
ardized and made uniform, chiefly by bringing its issuance under 
the regulation of government mints. Paper money was soon 
introduced as a substitute for coins, and its use spread with the 
rise of banking. With the development of banking also came 
the most modern form of money, the bank check. 

From this brief summary of the origin of money and its 
evolution, we see that money has three distinct features: (1) It 
has general acceptability; (2) often it has value apart from its 
use as money; and (3) it changes with the type of culture in 
which it is used. 

Functions of Money. — In modern society, money performs a 
number of functions. When it performs these funetions effi- 
ciently and smoothly, the composition and operation of the money 
system are given little attention by the average person. It is 
only when money fails to perform efficiently one or more of its 
functions that we become concerned about it and desire to change 
it. Before we can understand the operation of the money and 
credit system, and its problems, we must know what functions 
it performs in modern economic society. 

Possession of the features of general acceptability and intrinsic 
value enables the commodity which is used as money to serve 
as a ?nedium of exchange. Thus the engineer can exchange his 
technical services for a certain quantity of money and with this 
medium of exchange he can purchase the commodities and 
services which he desires. 

In order that some one commodity may serve as a medium of 
exchanges, t here must be some convenient way of measuring the 
relative values of the commodities and services which are 
exchanged for that particular commodity. Hence the com- 
modity gold has served as a standard of value because all other 
articles and services may be evaluated in terms of it. Thus a 
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bushel of wheat is said to be worth $1, a quart of milk 10 cents, 
and so on. 

One of the characteristics of an advanced industrial economy 
is production for future use. This method of production has 
been made possible largely because people have been able to 
predict the future with some degree of accuracy. An important 
problem in any society is that of providing for the future. In 
modern society this problem is met largely by means of invest- 
ment. In more primitive societies it was done by accumulating 
tangible property. Money in the form of metallic coin was 
especially desirable because its value was fairly constant and it 
could be stored for future use, thus serving as a store of value. 
The problem of security with regard to the future behavior of 
money is intimately connected with the use of credit. This 
aspect of money will be considered more fully in Chap. VIII. 

The operation of the modern economic system is dependent 
to a very large extent upon bookkeeping and other records of 
all kinds. Deposits in the bank, capital invested in the business, 
accounts payable and receivable, accrued wages and other cost 
items, and inventories on hand represent a few of the significant 
data required in the conduct of business. All these items are 
recorded in terms of the money unit. Thus the fourth function 
of money is to serve as a standard of account. In the absence of 
a money system the complicated business records — and possibly 
the business system itself — could not be kept in operation. As 
modern accounting procedure and engineering techniques 
continue to replace rule-of-thumb methods, the standard of 
account becomes an increasingly vital part of the industrial 
system. 


II. ESSENTIALS OF A MONEY SYSTEM 

An efficient money system is one in which the functions of 
money are performed with a minimum of friction to, and disturb- 
ance of, the economic system. Among other things, the econo- 
mist is interested in money systems in somewhat the same way 
that the physical scientist is interested in a system of weights and 
measures. If an engineer in Chicago orders 1,000 feet of 2-inch 
copper tubing from New York, he expects that the firm in New 
York will use the same system of weights and measures that he 
uses. If he were ordering the tubing from a firm in France, he 
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would expect a definite relationship to exist between the metric 
system used there and the English system, t.e., that his order for 
1,000 feet of 2-inch tubing could be converted into an equivalent 
order in terms of meters and millimeters. 

A money system provides a means of measurement for the 
economist. It differs from that used by the physical scientist, 
however, in that it is not standardized in the same way. Thus, 
referring to the example above, the engineer expects that the 
length of tubing which the New York firm measures off as 1,000 
feet will differ from his own measurement by only a very small 
fraction. In the case of money, a dollar may purchase more 
goods at one place than at another, or at one time as compared 
with another. No money system has yet been devised in which 
a given amount of money, $10, for example, will buy as much of 
goods and services in general at one time as at any other time. 
While economists do not agree that the purchasing power of 
money should be made inflexible, even if such a thing were 
possible, they do agree that money should be standardized in 
the sense that the various types of money within one country 
should bear a constant value relationship to one another at all 
times and at all places; and that the purchasing power of money 
should not be subject to rapid or extreme fluctuations. Of these 
two problems, the latter is much more difficult of solution and 
is the central problem in any money system. 

Legal Tender. — To say that a money is legal tender means 
that if a debtor presents it in payment of a debt, and the creditor 
refuses to accept it, the latter may no longer charge interest on 
the debt. In a country in which there are several kinds of money, 
and all are legal tender, the conversion of one type into another 
at par tends to be maintained because each kind can be used in 
settlement of debts. As will be shown in the next section, 
however, it has not always been true that all kinds of money 
enjoyed the same right of legal tender. At the present time “all 
coins and currencies of the United States” are full legal tender 
for all debts, public and private. 

Parity, Security, and Redemption. — In practice the problem 
of maintaining the various types of money at par often has been 
one of keeping the metallic coins from having a higher value as 
bullion than as coin. There have been a number of instances 
in the United States in which this disparity of values appeared. 
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In 1853 the quantity of silver in the subsidiary coins (dimes, 
quarters, half-dollars) was reduced because the old coins could 
be melted down and the silver sold as bullion for more than the 
face value of the coin. If the quantity of silver had not been 
reduced, all the subsidiary coins might have disappeared from 
circulation. During the Civil War gold coins went to a premium 
because of the excessive issue of “greenbacks.” To keep paper 
money and coins at par, it is necessary that the paper money be 
readily convertible into metallic money, or that the public be 
confident either that it will be redeemed by the government or 
that its amount is not excessive. The fact that gold went, to a 
premium after the issuance of the greenbacks is generally attrib- 
uted to the lack of public confidence in the ability of the govern- 
ment to redeem its notes. 

The Problem of the Money Standaid. — Even though the 
various types and denominations of money are readily con- 
vertible one into another, there is nothing to prevent the money 
unit — the dollar in the case of the United States-- -from con- 
stantly changing in value. This fluctuation in turn automat- 
ically changes all the other denominations in the same proportion. 
What prevents a dollar, for example, from buying ten sandwiches 
today and only one tomorrow? Why does it not require a million 
dollars to purchase a sandwich? The ans-wers to these questions 
are to be found in part in the money standard: that which fixes 
the value of the money unit. Given a certain kind of standard, it 
would require a million dollars to buy a sandwich; given another 
type of standard, one dollar would buy a million sandwiches. 
Such absurdities have actually occurred, not only in one country 
at different times but in many countries. To prevent just such 
things from happening, those responsible for money systems 
have sought without complete success to find a standard of 
unchanging value. In the search for it, a number of different 
standards have been tried and many more have been suggested. 

Qualities of a Standard Money. — Since one purpose of a 
standard money is to minimize fluctuations in prices, the com- 
modity which is to serve as the standard money must itself be 
as stable in value as possible. No commodity has yet been 
discovered which is absolutely stable in value, but the jjrecious 
metals, particularly gold, have woji the most favor. Gold and 
silver are extremely durable, and consequently fluctuate relatively 
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little in value because the amount added each year by new pro- 
duction is only a small percentage of the total amount in exist- 
ence. In addition to this quality of durability, the precious 
metals possess other qualities which make them peculiarly 
suited for circulating money. Gold especially is very valuable 
in itself, apart from its use as money. It has been prized for 
centuries and is a universal symbol for high value and quality. 
Gold also has high value in relation to its bulk so that a small 
amount can be carried and used for rather large transactions. 
Gold and silver will not rust or deteriorate with age; they can 
be divided and subdivided; and they are homogeneous, i.e., 
one piece of either metal may be made like any other piece. 
Because of these attributes, gold and silver have long been used 
as money. 

The Development of Paper Money. — With the development 
of commercial and industrial activity, however, it became incon- 
venient to use gold and silver for all payments. To meet this 
difficulty, gold was stored in certain places and the receipts 
given to the owner were assigned in settlement of accounts. 
This method, too, was inconvenient because the receipts were 
for the amount of the gold deposited and did not always corre- 
spond to the amount of the debt which the owner wished to 
discharge. To overcome this difficulty, the receipts were 
printed in certain standard amounts. Out of this practice grew 
the modern bank note. The goldsmiths who stored the gold 
for their clients soon discovered that not all the receipts were 
prt\sented on the same day and that the new owners frequently 
left the gold with the same goldsmith. The next step was to 
issue receipts in excess of the amount of gold on deposit. So 
long as no more receipts were presented at one time than could 
b(; met with the amount of gold on hand, and so long as about 
the same amount of gold was redeposited as was drawn out, this 
practice of issuing additional notes could be continued. Out of 
this practice grew modern commercial banking. The use of 
checks in reality permits the depositor to make out a “bank 
note” for a certain amount and to give it to someone else in 
exchange for goods or in payment of a debt. The check differs 
from the conventional bank note chiefly in that it has limited 
acceptability. 

Problems Created by the Use of Bank Notes and Bank Checks. 

The development of bank notes and bank checks introduced new 
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problems. Too many bank notes might be issued or too many 
deposits granted so that banks failed because they could not 
meet the demands for cash. It was necessary, therefore, to 
provide some means for regulating the volume of bank notes 
and bank checks to prevent overissue and to prevent excessive 
fluctuations in the value of money. One of the chief reasons 
for the adoption of gold and silver as money was their relative 
stability in value. This stability in turn was a result of their 
durability and slow increase in amount from year to year. 
With the growth of bank notes and bank checks, however, the 
quantity of money could be increased or decreased quite rapidly. 
To regulate the quantity of these new forms of money, it wa« 
decided to connect their amount in some way with the amount 
of one or more of the precious metals. This connection resulted 
in what we now call a “metallic money standard.’' 

The Gold Standard. — When a country is on the gold standard, 
its monetary unit is defined as a particular quantity of gold of 
a stated purity, and other types of money bear a certain quanti- 
tative relationship to the amount of gold which the country has 
at any one time. This relationship usually takes the form of 
specified gold reserves for the paper money, but not necessarily 
for bank deposits. The United States requires a minimum 
reserve for deposits in the Federal reserve banks, but this reserve 
need not be in the form of gold, though in practice most of it is 
in gold certificates. Since these deposits serve as reserves for 
most of the commercial banks in the country, the effect is to 
limit bank deposits to a certain multiple of the gold stock. The 
operation of this requirement will be taken up in greater detail 
in the following chapter. 

Most of the important countries of western Europe had adopted 
the gold standard by about 1870, and the United States followed 
officially in 1900. With minor exceptions the gold standard 
operated in western Europe and the United States until the 
World War, when all the nations, with the exception of the 
United States, were forced to abandon it. Prior to the World 
War, the following conditions were considered necessary for the 
existence of a gold standard: 

1. There must be a legal gold unit (such as the dollar or pound). 

2. There must be no hmit to the quantity of this unit which will be 
coined (free coinage), and it is advisable to have coinage without charge 
(gratuitous coinage). 
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3. There must be unlimited redemption of other monies in gold, and 
there should be no restrictions upon the melting of gold coins. Points 
2 and 3 taken together result in the value of gold as coins being always 
equal to the value of the same amount of gold as bullion. 

4. Gold money must be full legal tender. 

6. There should be adequate gold reserves for paper money and for bank 
deposits. 

6. There should be free international movement of gold. 

In order that these technical conditions could be fulfilled, it 
was necessary that certain fundamental customs and institutions 
regarding the use of gold should dominate economic life. Some 
of these fundamental conditions were: 

1. There should be a well-established and widely held custom of using 
gold. 

2. There should be a settled habit of judging values in terms of a system 
of prices based on gold. 

3. The banking system, credits, and contracts should be on a gold price 
basis. 

4. There should be laws and court decisions to uphold a gold basis. 

5. There should be a strong public opinion favoring the gold standard 
and a strong government to enforce the law. 

With the World War and its consequent economic maladjust- 
ments, most of these fundamental customs and institutions 
regarding the place of gold in the economic system underwent 
rather drastic revision. Thus a radical reorganization of 
economic thinking has been necessitated with regard to monetary 
systems. Before discussing the new monetary systems which 
have emerged since the World War, however, we must consider 
another monetary system that has been widely used in the past 
and that is still advocated by some people. 

The Bimetallic Standard. — Since the value of gold varies 
from time to time, the gold standard is not always completely 
satisfactory. Should we do better to have a double or “bimetal- 
lic ” standard somewhat on the principle of the balance wheel in 
a watch? Such a balance wheel is composed of two metals the 
rates of expansion of which are different. When heated, the 
tendency of the balance wheel to enlarge is counteracted by these 
unequal rates of expansion so that the wheel's diameter is con- 
stant and the watch continues to keep correct time. If both 
gold and silver were to be standard monies, would value changes 
in one be counteracted by changes in the other so that the bimetal- 
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lie standard would be more desirable than our present single 
standard? Abundant experience has shown bimetallism to be 
unsatisfactory, unless perhaps accepted on a world-wide basis, 
since a number of nations, including the United States, have 
tried it unsuccessfully within the last 150 years. 

A bimetallic standard is composed of (1) two metals, both 
of which (2) are full legal tender, (3) are freely coined, and (4) 
have a fixed (or mint) ratio one to the other, on the basis of the 
weight of pure metal each contains. The mint ratio must 
represent accurately the relative values (market ratio) of the 
two metals. If their values were stable this relation would be 
easy of accomplishment, but the two-standard balance wheel 
would not then be necessary. Actually, the market ratio is 
constantly changing because price-determining factors are not 
the same for both metals. Thus one metal becomes overvalued 
at the mint or undervalued in the market. This metal would 
therefore be taken from the market to the mint for coinage, while 
the other metal, oppositely affected, would flow into the market 
where its value is greater. The ‘‘cheap” money, in other words, 
will drive the “dear” money out of circulation (Gresham’s 
law). The bimetallic standard, therefore, would be replaced 
by a single standard of silver or gold, as the case might be. 

Most individuals believe that bimetallism as an issue died with 
Bryan’s defeat in the “free silver” presidential campaign of 
1896. This is not entirely true, however. As a matter of fact, 
as will be shown in another section, the existing United States 
law provides for a form of bimetallism if the President should 
use the discretionary power granted by Congress in 1934. 

Symmetallism. — It is occasionally proposed that the diffi- 
culties of bimetallism could be overcome by putting both gold 
and silver in the same coin. If this were done, coins would be 
taken out of circulation only if the combined bullion value of the 
gold and silver contained in them were greater than their value 
as coins. Since the money in circulation would be reduced by 
this return of coins to bullion it is argued that the coin’s value 
as money would soon rise because of its scarcity, thus restoring 
parity between bullion and coin. Furthermore, it would be 
impossible for one metal to drive the other out of circulation. 
There is no need to debase gold by an admixture of silver, how- 
ever, so long as the stock of gold is adequate for monetary needs. 
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in. PRESENT-DAY MONETARY SYSTEMS 

The Monetary System of the United States. — ^Although the 
dollar is defined as a specific amount of gold, a physical gold 
reserve is no longer required for Federal reserve notes. Since 
gold certificates were substituted for gold in this respect in 1934, 
the United States is not on the gold standard in the prewar sense 
of the term. The prewar gold standard was designed as an 
automatic means to control the volume of bank notes and bank 
deposits. The present control of bank notes and especially of 
bank deposits is anything but automatic and is designed, not to 
keep the volume of notes and deposits down to the amount set 
by the legal gold reserves, but to keep the volume of notes and 
deposits from reaching the limit provided by the legal gold 
reserves. In reality we have a type of managed currency. 

Many people believe that we departed from the gold standard 
and adopted a managed currency system in 1934 with the 
devaluation of the dollar. It is true that we eliminated many 
of the technical conditions of the gold standard discussed in the 
previous section, but the automatic features of the gold standard 
had been abandoned long before that time. Since the war, 
little attempt has been made to regulate notes and deposits in 
aopordance with the amount of gold. In general the tendency 
has been to prevent currency, and especially deposits, from 
reaching the limits permitted by the amount of gold in the 
country. 

The Monetary System Prior to the New Deal. — Prior to the 
New Deal the following kinds of money circulated in the 
United States: 

I. Coined money. 

1. Gold coins ($5, $10, and $20 denominations). 

2. Silver dollars and subsidiary silver. 

3. Nickel 5-cent pieces. 

4. Bronze cents (95 percent copper). 

II. Paper money. 

1. Certificates. 

а. Gold certificates. 

б. Silver certificates. 

2. Notes. 

a. Government notes. 

(1) United States notes greenbacks 

(2) United States Treasury notes of 1890. 
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b. Bank notes. 

(1) Federal reserve bank notes. 

(2) Federal reserve notes (issued by Board of Governors 
through Federal reserve banks). 

(8) National bank notes. 

The gold dollar was defined as 23.22 grains of pure gold and 
2.58 grains of pure copper, or a total of 25.8 grains of gold nine- 
tenths fine. Few gold coins were in circulation, since gold 
certificates were preferred. Gold certificates were receipts for 
gold deposited in the United States Treasury. Silver dollars 
circulated in the western states, but silver certificates were used 
almost exclusively in the rest of the country. Of the different 
types of notes, the Federal reserve notes were the most impor- 
tant. The others circulated in small amounts and possessed 
varying degrees of legal tender. 

New Deal Changes. — The changes made in the monetary 
system of the United States by the New Deal were designed 
primarily to restore confidence in the monetary and banking 
system and to aid economic recovery by raising prices. As 
will be shown more fully in Chap. IX, the general price level is a 
significant factor in business activity, and especially is this so 
when the price level is changing rapidly. The action taken by 
the government with regard to gold and silver was expected-to 
result in a ri.se in prices. 

1. Gold . — The United States really departed from the gold 
standard in 1933 at the time of the banking crisis. When 
President Roosevelt declared the bank holiday on March 6, 
1933, he also forbade the exportation of gold and ordered every- 
one holding gold coin to turn it in at the Treasury or at Federal 
reserve banks in exchange for other forms of money. This 
action took gold out of circulation and prohibited its free import 
and export, two fundamental conditions of the gold standard. 
After the bank holiday, the embargo on gold was not removed, 
and on April 20 it was extended indefinitely. The next step with 
regard to gold was the abrogation on June 5 of the gold clause in 
existing governmental and private obligations, which required 
debt payment in gold coin of a given weight and fineness. 

The first positive attempt to raise prices by means of changing 
the status of gold in the monetary system came with the Gold 
Purchase Plan in October of 1933. It will be recalled that one 
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of the requirements of a gold standard is that the standard money- 
unit be defined as a fixed quantity of gold and be freely coined 
at that ratio. The old ratio of 23.22 grains of pure gold to the 
dollar meant that an ounce of gold was worth $20.67 at the mint. 
In 1933, however, gold was selling for substantially more than 
this amount in the free gold market. The plan was inaugurated 
to remove the control of the gold value of the dollar from abroad 
and to return it to the United States. This step was believed 
necessary to prevent dollar disturbances created abroad from 
interfering with attempts to raise domestic commodity prices. 
The Gold Purchase Plan authorized the Reconstruction Finance 
Corporation to buy gold newly mined in the United States at 
prices to be determined from time to time after consultation with 
the Secretary of the Treasury and the President. It also pro- 
vided that gold might be bought and sold in the world gold 
market whenever necessary in order to raise prices. The official 
price of gold was set at $31.36 per ounce on October 25, 1933, and 
raised to $34.45 an ounce on January 31, 1934. Whatever its 
ultimate effect may have been, the Gold Purchase Plan was not 
immediately successful in raising internal prices, as shown by 
the fact that the Bureau of Labor Statistics’ all commodities index 
remained at 71 (1926 = 100) during October, November, and 
December and moved up only one point to 72 in January, 1934. 

The next step with regard to gold was the Gold Reserve Act 
of 1934, which became law on January 30. This act vested in 
the United States Treasury the legal title to all gold held by 
the Federal reserve banks or the Federal Reserve Board. The 
banks and the board were given gold certificates or credit on the 
books of the Treasury in exchange for the gold. The act also 
authorized the Secretary of the Treasury to issue regulations 
concerning the use of gold and its export. The President was 
given power to reduce the weight of the gold dollar by not less 
than 40 percent and not more than 50 percent. In the event of 
devaluation, it provided for the establishment of a 2 billion 
dollar stabilization fund out of the profits of devaluation. This 
fund was to be used to stabilize the exchange value of the dollar 
in terms of foreign currencies. The Gold Reserve Act also 
contained some interesting provisions with regard to silver, 
which will be taken up in the next section. 
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On January 31, 1934, the President by proclamation fixed 
the weight of the gold dollar at 15^1 grains nine-tenths fine. 
This was a reduction of 40.94 percent in the gold content of the 
dollar. The price of gold thus was fixed at $35 per ounce. This 
action automatically created the 2 billion dollar stabilization 
fund mentioned above. Following the proclamation, the 
Secretary of the Treasury issued a series of regulations regarding 
the purchase and sale of gold by the mints and the purposes for 
which gold might be used and/or obtained by purchase from the 
mints. Under these regulations gold could be obtained or held 
in limited quantities for use in the arts, the professions, and 
industry without license, and in larger amounts with a license. 
The Federal reserve banks were given permission to redeem gold 
certificates in gold bullion, in such amounts as the Secretary of 
the Treasury should deem necessary, to settle international 
balances or to maintain the parity of monies of the United States 
with gold. Gold also might be obtained for certain other 
purposes not inconsistent with the intent of the law. 

Fixing the gold content of the dollar and providing for the 
export of gold for settling international balances has led some 
economists to maintain that the United States is now on a modified 
gold standard. This standard might be called the gold export 
standard, but one should keep in mind that it does not provide 
for automatic control of the volume of deposits and notes in the 
sense that the prewar gold standard did. 

The Sterilization of Gold . — The United States at the present 
time finds itself in the position of having set a price for gold 
which is so high that it is the largest gold buyer in the world. 
As a result most of the newly mined gold comes to the United 
States, where it serves as a base for the potential expansion of 
credit. To prevent the incoming gold from getting into the 
currency base, the Treasury has resorted to a policy of “steriliza- 
tion” of gold imports. Since the incoming gold is deposited in 
the banks and given by them to the Treasury, the problem is 
one of giving the banks something other than gold certificates in 
return for the gold. The Treasury accomplishes this purpose by 
borrowing the funds to buy the gold. This is done by issuing 
bonds in exchange for the gold. The net result is that the 
national debt is being increased — ^interest is paid on this money, 
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but no return other than the gold, which is buried underground 
in a vault at Fort Knox, Kentucky, is received. 

2. Silver . — Most legislation in the United States with regard 
to silver has been either of an inflationary type or the result of 
concessions to the “silver interests.” In the Gold Reserve Act 
of 1934 the President was authorized, at his discretion, to reduce 
the weight of the silver dollar in proportion to the devaluation 
of the gold dollar, to reduce the weight of subsidiary silver coins, 
to cause silver certiflcates to be issued against silver bullion held 
by the Treasury and, in the event of a return to bimetallism, to 
give silver certificates in exchange for silver bullion to holders 
or producers of silver. 

On December 21, 1933, the President, by proclamation, 
authorized the mints to accept domestically produced silver for 
coinage into silver dollars. It was provided that the mints levy 
a seigniorage charge of 60 percent, i.e., only half the silver pre- 
sented would be returned as coin, the other half being retained by 
the Treasury. This action fixed the price of silver at 
per ounce, which was well in excess of the current market price 
and hence represented a subsidy to the silver interests. The 
silver interests were not satisfied, however, and in 1934 the Silver 
Purchase Act became law. Among other things, this act directed 
the Secretary of the Treasury to buy silver at home and abroad 
at such times, rates, and terms as he deems to be in the public 
interest. To restrict profiteering, the act provided that silver 
produced prior to the passage of the act should not be purchased 
at more than 50 cents per ounce. Certain provisions regarding 
the sale of silver, should the market price exceed the monetary 
value, also were included. 

Purchases of silver under the act have varied in amount. 
Late in 1934, however, so much of it was purchased abroad that 
China, which was then on the silver standard, was forced to 
abandon it because its silver reserve was depleted. 

Foreign Monetary Systems. — Since 1931 practically all the 
European nations have abandoned the gold standard and have 
adopted some form of managed currency. It is highly unlikely 
that this situation will be altered much until the various nations 
can agree on a concerted policy regarding their future monetary 
actions. The depression beginning in 1929 brought with it a 
wave of “nationalism” which has made agreement on monetary 
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policies well-nigh impossible. The question of a monetary 
system is intimately connected with that of international trade 
and, as will be shown in Chap. X, certain temporary advantages 
in trade can be secured by devaluation of the currency. Until 
there is some agreement on tariffs, war debts, and armaments, 
the future of unified monetary action will be highly uncertain. 
While space does not permit a discussion of the various foreign 
monetary systems, we may describe briefly some of the altera- 
tions of the conventional gold standard which have been made 
since the World War. 

The Gold Bullion Standard. — During the war and for years 
thereafter, most European countries found their supply of gold 
inadequate to support, at the old ratio, the volume of notes and 
deposits necessitated by war finance. As a result of these factors 
and others, including war-debt and reparations payments, 
some of the countries were forced to modify the conventional 
requirements when they returned to the gold standard. The 
gold bullion standard, adopted by England in 1925, was one of 
these modifications. Under this standard gold could be sold 
to the Bank of England at a fixed price, but could not be coined 
at the mint. Gold could be obtained at a fixed rate from the 
Bank of England, but only in amounts of 400 ounces or more. 
Gold thus served as security for notes and bank deposits and for 
settlement of foreign balances, but not as a direct medium of 
exchange. The Bank of England no longer buys or sells gold 
at the mint at a fixed price since the abandonment of the gold 
standard in 1931, but a similar result is accomplished through 
the use of an “equalization fund.” Gold is bought and sold as 
a commodity in London in the same way that wheat is bought 
and sold. The British government, by using its equalization 
fund, can fix the price of gold on the gold market so that an ounce 
of gold will continue to sell for a fixed price as long as the fund 
is solvent. 

The Gold Exchange Standard. — Another form of the gold 
standard was adopted by Germany and other countries. Under 
the gold exchange standard, the German Reichsmark was defined 
as a specific weight of gold, but gold did not circulate within 
the country and the bank notes and bank deposits were not backed 
by a specific percentage of gold. The government attempted to 
maintain sufl&cient deposits in foreign countries, however, to 
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insure the payment of foreign balances. By so doing it was able 
to maintain the currency at par with that of other countries on 
the gold standard. It thus secured the advantage of the gold 
standard as far as international trade was concerned. 

Problems 

48 . What gives a dollar bill its value? 

49 . How, if at all, would the following affect (1) the value of gold and 
(2) the price of gold: 

a. A sharp decline in gold production? 

h. A decline in the production of other commodities? 

c. An act of Congress doubling the weight of the gold dollar? 

d. The printing of a great quantity of inconvertible paper money? 

60 . What service does gold perform in the money system of the United 
States at the present time? 

61 . “It has been proposed that every worker should receive one exchange- 
unit for every hour he works, and the price of each commodity should^be 
as many exchange-units as it took hours to produce it.” Appraise this 
“labor-hour” unit-of-exchange proposal. 

62 . If gold does not circulate as money, how can the sterilization of part 
of the gold supply have any effect upon the money system? Can it have 
any effect upon the prices of such commodities as copper and potatoes? 
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CHAPTER VIII 
CREDIT AND BANKING 

Today over 90 percent of the volume of money transactions 
in the United States are effected by means of bank checks and 
drafts. To handle this enormous volume of business is the work 
of the commercial banks and of the Federal Reserve System. 
Such an extensive use of checks is made possible by the highly 
integrated nature of the modern banking system. This integrar 
tion is aided by the Federal Reserve System. 

I. COMMERCIAL BANKS 

The Nature of Commercial Banking. — Commercial banks are 
so called because they furnish funds for the manufacture, trans- 
portation, and marketing of goods; in other words, for the com- 
merce of the country. While they furnish funds also for 
investment, for the construction of homes, and for the purchase of 
automobiles and other consumers’ goods, the bulk of their busi- 
ness consists of loans to businessmen. These loans ordinarily 
take the form of “demand deposits” given by the bank to the 
borrower. The borrower writes checks against his account when 
he wishes to make payments to other persons. To see how this 
is done, and the way in which it facilitates business, let us examine 
the organization and operation of a commercial bank. 

Organization. — The organization of a bank involves certain 
legal and technical formalities. State banks must conform to 
state laws and national banks to federal laws. The initial capital 
of a bank is provided by the stockholders. Suppose that a new 
bank, the Second National Bank, is to be organized with a capital 
of 2,000 shares of stock with a par value of $100 per share. To 
meet federal bank regulations, a newly organized national bank 
must have a paid-in surplus equal to 20 per cent of its capital 
stock before it can begin operations. This regulation may be 
met by selling the stock for $120 per share. The initial bank 
statement now reads: 
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BesouroeB Liabilities 

Cash 1240,000 Capital stock $200,000 

Surplus 40,000 

If the directors purchase a building for $50,000 and equipment 
for $10,000, the resources account of the bank’s statement would 
show: 

Resources 


Cash $180,000 

Bxiilding 50,000 

Furniture and fixtures 10,000 


Since all national banks in continental United States must be 
members of the Federal Reserve System, this bank must buy 
stock in the Federal reserve bank of its district. The amount 
required at the present time is equal to 3 percent of the member 
bank’s capital stock and surplus. Purchase of this stock would 
reduce the cash account by $7,200 and would add a new account, 
Federal reserve bank stock, as follows: 

Resources 


Cash $172,800 

Building 50,000 

Furniture and fixtures 10, 000 

Federal reserve bank stock 7 , 200 


Deposits. — The banking crisis of 1933 made plain to the coun- 
try that only a small portion of bank deposits is in the form of 
cash. Deposits arise either from the deposit of cash, checks, 
money orders, or from the granting of loans. Let us suppose 
that customers deposit $25,000 in cash in the bank. The 
resources are increased by this amount, and a new liability is 
created. This liability may be either a time deposit or a demand 
deposit. If it is a demand deposit, it is subject to withdrawal 
by check at any time the depositor wishes. If it is a time deposit, 
the bank may require a certain period of notification before giving 
it to the depositor and will pay only on presentation of a passbook 
or certificate and not by check. If the $25,000 deposit were a 
demand deposit, the bank statement would have the following 
additions: 

ResourceB Liabilities 

$25,000 Demand deposits 


Cash 


$25,000 
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Loans and Discounts. — The great majority of bank deposits 
are the result of loans by the banks to their customers. To see 
how these arise, let us suppose that the next caller at the bank 
wishes to borrow $5,000 instead of to deposit cash. He might 
sign a note and ask the bank to give him the loan in cash. The 
chances are, however, that the borrower will want the bank to 
credit his checking account with the amount of the loan, so that 
he may continue his customary method of payment by check. 
In this case, the bank will increase its “loans and discounts” and 
also will increase its liability account a like amount by writing 
up “ demand deposits.” Notice what has happened : A loan from 
the bank has been converted into a demand deposit, and the 
bank statement has been changed by the addition of the following 
entries: 

Resources Liabilities 

Loans $5,000 Demand deposits $5,000 

If the interest on the loan had been deducted from the amount 
of the loan at the beginning of the period, it would then be called 
a discount. Thus if the loan had been made on a 60-day note, a 
deduction of $50 (at 6 percent per year) would have been made. 
The bank statement would now show: 

Resources Liabilities 

Discounts $5,000 Demand deposits $4,050 

Discount credited but not 
earned* 50 

Investments. — Our bank thus far has earning assets of $10,000 
(the loan of $5,000 and the discount of $5,000) and $197,800 in 
cash. Against these assets it has demand deposit liabilities of 
only $34,950. It is apparent that it can increase its demand 
liabilities at least five times without incurring the danger of hav- 
ing insufficient cash to meet withdrawals. In addition to making 
loans the bank will want to convert a portion of its non-earning 
cash into earning assets other than commercial loans. It accord- 
ingly will buy some bonds. Some will be government bonds and 
some will be the bonds of private corporations. The bank will 

* As fast as unearned discount is earned, it may be transferred to another 
liability item called “undivided profits," some of which at the end of the 
fiscal period may be transferred to surplus or paid to stockholders as 
dividends. 
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attempt to buy only sound bonds, even though they yield a low 
return. If the bank invests $100,000 in bonds, the bank state- 
ment appears as follows: 


Resources Liabilities 


Cash 

$ 97,800 

Demand deposits 

$ 34,950 

Investments (bonds) 

100,000 

Discount credited but not 


Loans and discounts 

10,000 

earned 

50 

Federal reserve bank stock 

7,200 

Capital stock 

200,000 

Building 

Furniture and fixtures — 

50,000 

10,000 

Surplus 

40,000 

Total 

$275,000 

Total 

$275,000 


Check Clearing and Collection. — During the depression which 
began in 1929, the volume of bank loans declined and the rate of 
interest on investments was reduced so much that banks could not 
meet their operating expenses from the interest on loans and 
investments alone. The levying of “service charges” by most 
banks in 1934 was a recognition both of the importance of handling 
checking accounts and of the fact that depositors should pay the 
cost of maintaining these accounts. A checking account is a con- 
venience for everyone and a necessity for many people. Its 
use eliminates the need to carry a large amount of currency, 
affords a convenient system of bookkeeping, and provides, in 
the form of the canceled checks, receipts for bills paid. With 
approximately 90 percent of the payments now being made by 
bank checks, the banking system in reality is a huge bookkeeping 
machine which transfers purchasing power from one person to 
another by means of book entries. 

If both John Jones and Peter Smith have accounts at the 
Second National Bank, and Jones gives Smith a check for $100, 
no net change appears in the bank’s statement. The only book- 
keeping change is that the bank now has a liability of $100 more 
to Smith and of $100 less to Jones. A different condition exists, 
however, if the recipient of the check has his account with another 
bank. If this bank is in the same city, and the city is large 
enough, the check will be handled through a “clearinghouse.” 
In the ordinary course of business each bank receives a number 
of checks drawn on other banks. It might take these checks 
directly to the various banks on which they are drawn and demand 
payment but this would be an inefficient way of handling them. 
It is much more convenient for representatives of the various 
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banks to meet at a central office and to exchange their checks 
with one another so that only the balances need to be settled in 
cash. This exchange is accomplished at the clearinghouse. A 
similar service for banks in different cities is provided by the 
Federal reserve banks. The operation of this service will be 
discussed in connection with the Federal Reserve System. 

Types of Bank Loans. — Bank loans may be classified in various 
ways, as time loans and demand loans, individual loans and cor- 
poration loans, or secured loans and unsecured loans. Strictly 
speaking, however, there are no unsecured loans. The 
term simply means that the physical possession of the security 
is not obtained by the bank. The banker, through various tests, 
attempts to determine if the borrower is likely to repay the loan. 
Typical questions which a banker usually asks when a prospective 
customer applies for a loan are; 

1. What has been the borrower’s average daily balance for the previous 
three months? 

2. What amount, if any, does he owe this bank now ? 

3. How is it secured? 

4. What is the borrower’s net worth? 

5. What liability has he other than to this bank? 

Whatever facts the bank may wish to know, it invariably tries 
to ascertain if the applicant is a good moral risk. If a person 
wishes to obtain and to retain good credit standing, he must meet 
the test of the banks in his community. 

When manufac;turing corporations or business houses seek a 
short-term unsecured loan, they must present a statement of 
assets and liabilities. The bank is particularly interested in 
current assets and liabilities. Current assets consist of free 
balances in banks; of finished goods, goods in process, and raw 
materials ; and of accounts and notes receivable. Current liabili- 
ties consist of accounts, notes, and other obligations payable 
within a year. The difference between current assets and current 
liabilities normally is the maximum amount which the firm can 
expect to borrow at a commercial bank. If the banker thinks 
that the value of the assets will shrink in the future, he will cor- 
respondingly reduce the amount of the loan. The actual amount 
granted as a loan also will depend upon the value of the firm’s 
fixed assets, such as land, buildings, plant, and equipment. 
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A secured loan is one that is safeguarded by collateral. Al- 
though the bank always is interested in the character of the bor- 
rower, in granting a secured loan it places major emphasis on 
the value of the collateral. It wishes to know not only what the 
collateral is worth at the time the loan is made, but also what it 
may be worth at the time the loan matures and how readily it 
can be converted into cash. Among the principal types of col- 
lateral are warehouse receipts for goods in storage, such as wool, 
tobacco and coffee; stocks and bonds; accounts receivable; and 
real estate mortgages. 

The majority of borrowers from commercial banks also are 
depositors. Since the bank is interested in the cash position of 
its borrowers, it usually insists that their free cash balances bear 
a certain relation to the size of the loan. Thus if a merchant 
regularly kept a cash balance of about $10,000 in his bank and 
needed a $50,000 loan, the bank might insist that the average 
cash balance during the period of the loan be maintained at some- 
thing near $10,000. This practice often is referred to as the 
“20 percent rule.” 

How Much Can a Bank Lend? — The lending power of a bank 
is restricted by law and by economic necessity. Some persons 
believe that a bank can grind out credit endlessly. A bank can- 
not lend what it does not have, however, or at least what it does 
not expect to have. If all bank loans were made in cash, their 
total would of necessity be limited to the amount of cash in 
the vaults of the banks. But most commercial loans, as we have 
seen, are not made in cash, but in the form of checking accounts 
which automatically increase the bank’s deposits. Since the 
bank legally is required to pay a depositor at any time the amount 
to which he is entitled, it must have on hand at all times sufficient 
cash to meet withdrawals; or, in lieu of cash, since most checks 
go through the clearinghouse for collection, the bank on which 
they are drawn must be able to offset them at the clearinghouse 
by presenting checks drawn upon other banks. 

Banks find in practice that a certain amount of cash is neces- 
sary to meet the day-to-day demands of their customers. This 
amount depends on several factors. The first of these is the 
number of depositors. The smaller the number, the greater the 
proportion of the total deposits which must be kept in the form 
of cash. If a bank had only one depositor, a 100 percent reserve 
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would be required because this individual might demand his 
entire deposit at one time. If there are a large number of deposi- 
tors, the chances are that the withdrawals made by some deposi- 
tors will be counterbalanced by deposits on the part of others. 
Another factor affecting reserves is the nature of the business in 
the community. If the bank is located in a town in which there 
is only one industry, and this industry is seasonal in nature, there 
will be seasonal withdrawals and deposits of cash. The bank 
must have a large percentage of its deposits in the form of cash 
at the season when heavy withdrawals are being made by local 
industries. The greater the diversification of industry, therefore, 
the smaller the cash reserves which will be required. 

It is apparent that the larger the proportion of its deposits 
which a bank must have in the form of cash, the less remains 
which it can lend by granting demand deposits to the borrowers 
and, conversely, the smaller the proportion of deposits held in 
cash the more it can lend. In the United States the minimum 
ratio of reserves to deposits is prescribed by law. Banks which 
are members of the Federal Reserve System must have deposits 
at their district Federal reserve banks of from 7 to 13 percent of 
their demand deposits, depending on the city in which the bank is 
located, and 3 percent of their time deposits.^ 

Although the law prescribes minimum reserves and economic 
conditions may make it necessary to maintain even higher reserves 
in certain instances, our individual bank cannot expand credit 
without regard to the action of the other banks. If it attempts 
to expand credit up to the limit of its legal reserves and other 
banks are not expanding credit at as rapid a rate, it will soon 
lose cash through unfavorable clearinghouse balances. This 
loss is due to the fact that not all the customers who borrow from 
the bank will send their checks to people who deposit in that par- 
ticular bank. A certain proportion of the checks will be deposited 
in other banks and will be presented to our bank for payment. 
Since the other banks are not expanding credit at the same rate, 
our bank will not have enough checks on other banks to balance 

* For the purpose of credit control, the Board of Governors is empowered 
to increase these amounts by as much as 100 percent. Thus on May 1, 
1937, member bank reserves against net demand deposits were 26, 20 and 
14 percent, respectively, for central reserve cities, reserve cities, and country 
banks. These reserves later were reduced. 
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those on itself and so will lose cash. The loss of cash will force 
it to slow up its expansion of loans. Only when all banks expand 
credit together can loans come into existence which are equal to 
several times the total cash holdings in the banking system as a 
whole. 

Let us assume that other banks are expanding credit to the 
limit of their reserves. We may then see how much credit our 
hypothetical bank might extend. If our bank is located in 
Columbus, Ohio, it might have a reserve at the Cleveland Federal 
reserve bank of 20 percent of its demand deposits. If it deposited 
its total amount of cash, or $97,800, it could expand loans until 
its deposits reached $489,000. Since some cash must be kept in 
its own vaults, however, the bank could not deposit the full 
$97,800. Let us suppose that $7,800 is sufficient for its day-to- 
day needs. If it places the remaining $90,000 in the Federal 
reserve bank, it could expand its loans. If this procedure were 
followed during the course of a year, we might find the bank 
statement at the end of that time to be as follows: 

Resources Liabilities 

Cash and due from banks . $ 97 , 800 Demand d(!posits $329 , 000 

Investments (bonds) 100,000 Discount credited but not 

Loans and discounts 325,000 earned 1,000 

Federal reserve bank stock 7 , 200 Capital stock 200 , 000 

Buildings 50,000 Surplus 40,000 

Furniture and fixtures. .. . 10,000 Undivided profits 20,000 

Total $590^000 Total $590,000 

Bank Failimes. — There were 14,336 fewer banks of all kinds in 
1936 than in 1920. Part of this decline is accounted for by con- 
solidations and by a few voluntary terminations, but many of 
the banks were discontinued because of failure. There are many 
causes for bank failures. The epidcnnic of failures between 1929 
and 1933 w^as due largely to public hysteria, which sometimes 
was justified by the condition of the bank and at other times was 
entirely unfounded. Even a bank that is well managed and in 
sound condition cannot stand a “run” without aid from other 
banks. Consider the case of our hypothetical bank. If all the 
depositors requested cash at once, an immediate outlay of $329,000 
would be required. Even if the bank could obtain all the money 
due it from other banks in the form of deposits, loans, and so on, 
it could pay only a little more than 20 cents on the dollar immedi- 
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ately. If it could sell all its stocks and bonds at the value listed 
on the balance sheet, it could pay only 55 cents on the dollar. 
The banking laws which require a bank to pay its deposits on 
demand obviously cannot be enforced if all depositors demand 
cash at the same time. To enforce this requirement would make 
it impossible for a bank to carry on its primary function of credit 
extension. If a bank kept in its vaults every penny it received, 
it would be at most a storage warehouse and not a commercial 
bank. 

The desire of people to withdraw their money from the bank 
sometimes is prompted by the belief that the bank’s resources 
are in a frozen condition; in other words that its loans, for the 
time being, are not collectable without a considerable reduction 
in principal. In a period of falling prices, the value of the 
resources of most banks declines, but any individual bank may 
have this experience in good times as well as in bad ones. A 
bank may err if it tries to lend too much, if it lends to irresponsible 
parties, or if it fails to diversify its loans sufficiently. Then, 
too, some banks fail for the same reason that many other busi- 
nesses fail, namely, the inability to meet competition because of 
inefficient management, high operating expenses, and so on. 

Deposit Insurance. — The banking crisis of 1933 resulted in a 
popular demand for federal insurance of bank deposits. The 
Banking Act of 1933 accordingly set up the Federal Deposit Insur- 
ance Corporation (to be referred to as the FDIC). The capital 
of the FDIC was provided by the Federal reserve banks and the 
United States Treasury. The Banking Act of 1935 amended the 
provisions regarding the FDIC in several important details. All 
members of the Federal Reserve System are required to join the 
FDIC. State banks and trust companies may join if they meet 
certain requirements. After July 1, 1942, however, banks having 
deposits of $1,000,000 or over must be members of the Federal 
Reserve System to participate in deposit insurance. Deposits 
up to $5,000 are completely insured under the present law. 
Participating banks pay an annual premium equal to K 2 of 1 per 
cent of their total deposits. 

The procedure of the FDIC in the event of the failure of a 
participating bank is complicated and can be sketched only in 
broad outlines here. In case of the failure of a national bank, 
the Comptroller of the Currency is required to appoint the FDIC 
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as receiver. The receiver is required to establish a new national 
bank, without capital stock, to take over the liabilities of the failed 
institution. Depositors of the insolvent bank then may with- 
draw their deposits, up to $5,000, or may leave them on deposit 
with the new bank. In the latter case, they are segregated from 
other accounts. The FDIC undertakes the liquidation of the 
assets of the failed bank, reimburses itself for deposits paid out 
and makes payments on deposits in excess of $5,000 if the funds 
obtained from the liquidation are sufficient. The FDIC is 
authorized to sell stock in the new bank to stockholders of the 
failed bank or to others, if it is desirable and possible to do so, 
whereupon the new bank would become a regularly operating 
national banking association. The new bank is voluntarily 
liquidated, after two years, if stock has not been sold or if the 
assets were sold to an existing bank. 

The procedure is somewhat more complicated with respect to 
the failure of a participating state bank, because of the state laws 
regarding receiverships, but in general it follows similar lines; a 
new national bank may be established to take over the liabilities 
of the insolvent institution. 

As it now stands, the FDIC insures over 98 percent of the total 
number of the bank deposits in participating banks. Only 44 
percent of the total amount of bank deposits in participating 
banks is insured, however. This means that the large banks 
must bear more than their share of the cost of deposit insurance, 
since the premiums are based on the total deposits rather than on 
the insured deposits. The FDIC plan is not an insurance scheme 
in the exact sense of the word, since premiums are not based on 
the risk involved, nor are sufficient data regarding bank failures 
available to allow the premiums to be based on actuarial figures. 

The Federal Government and Early Banking. — Prior to the 
Civil War, the national government, although it failed to provide 
any direct supervision for banks, engaged in two banking enter- 
prises of its own. The First Bank of the United States was 
established in 1791. The United States government, through 
partial ownership and control, hoped to use the bank as a 
regulator of the currency. The bank’s charter expired in 
1811. 

Five years later the Second Bank of the United States was 
established. Like the first bank, it became involved in politics 
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and, probably against the best interests of the country, was dis- 
continued in 1836. The period from 1836 to 1863 has been 
designated as one of “wildcat” banking because control by the 
states was ineffective, many banks failed, and bank notes had 
widely fluctuating values owing to differences in redemption 
policy. 

National Bank Notes and Government Control of Banking. — 

When the Civil War began in 1861, the government felt the dual 
need of a sound bank-note currency and a controlling hand on 
banking business in general. The government also had difficulty 
in selling bonds to aid in financing the war. Accordingly, the 
National Banking Act was passed in 1863. Thus banks might 
become members of the National Banking System thereunder 
created if they secured a federal charter and met the various 
governmental requirements. Once having done so, these banks 
were permitted to issue national bank notes, whereas state bank 
notes were so heavily taxed as to be forced out of circulation. 
The national banks which issued notes were required to deposit 
in the United States Treasury certain bonds of the United States 
government to an amount at least equal to the value of the notes. 
In addition, the banks were required to keep with the Treasury 
a gold redemption fund equal to 5 percent of the value of out- 
standing notes. Since 1935, however, the bonds on which the 
national bank notes were based have been retired. The various 
national banks are required to keep on deposit with the United 
States Treasury an amount equal to the value of their notes still 
outstanding. As a result, all national bank notes will have been 
retired from circulation within a few years. 

Weaknesses of the National Banking System. — The new bank- 
ing system, although a considerable improvement over the old 
one, had some serious defects. The currency was inelastic, i.e., 
the supply of national bank notes could not readily be changed to 
meet the fluctuating needs of business. Since the notes were 
secured by government bonds, the price of bonds was the deter- 
mining factor in note issue. No matter how much the banker 
paid for bonds, his note-issue privilege was limited to their par 
value. If bond prices were below par, the market value limited 
the note issue. Frequently when the bond market was favorable 
to note issue, the depressed state of business made additional 
bank notes unnecessary or even harmful. 
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Defects in bank reserves were more serious than defects in 
bank-note issue. Individual bank reserves were either 15 or 
25 percent, depending upon the location of the bank, but the 
reserves of the system were not susceptible to ready mobilization 
and were but weakly controlled. This was due to the fact that 
banks were not required to keep their reserves in a central 
depository or to cooperate in times of emergency. Banks outside 
the central reserve cities (New York, Chicago, and originally St. 
Louis) were permitted to keep a part of their reserves in larger 
city banks and generally did so to obtain the small interest rate 
paid on these deposits. 

In addition to an inelastic currency and an unsatisfactory 
reserve requirement, the National Banking System possessed no 
adequate machinery to rediscount commercial paper, no nation- 
wide collection and transfer agency, no appreciable regulation of 
the international flow of gold, and no means of credit control. 
These defects made important changes inevitable. 

II. THE FEDERAL RESERVE SYSTEM 

A “super’' banking system was introduced in 1913 as a result 
of a series of money and banking difficulties which centered about 
the defects in the banking system just discussed and which cul- 
minated in the panic of 1907. This system automatically 
included every national bank in the United States, and state 
banks were allowed to secure membership if they met specific 
requirements. 

The Federal Reserve System was an addition to, rather than a 
substitute for, the old system. Moreover, it was the result of 
a compromise between centralized and decentralized theories of 
banking, opposing points of view which have played an important 
part in all our political affairs since our government was first 
established. This compromise between viewpoints appears both 
in the organization and in the operation of the Federal Reserve 
System. The Banking Acts of 1933 and 1935, however, materi- 
ally changed the organization of the Federal Reserve System in 
the direction of more centralized control. 

The Organization of the Federal Reserve System. — ^The Board 
of Governors is the highest governing body in the Federal Reserve 
System. It consists of seven persons, appointed by the Presi- 
dent with the advice and consent of the Senate. The members 
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hold office for a term of 14 years, one term expiring every 2 years. 
The salary is $15,000 per year, and no member is allowed to serve 
more than one term. Two of the seven members of the Board 
of Governors are designated by the President as chairman and 
vice-chairman, respectively, to serve in this capacity for 4 years 
of their terms. 

In contrast with most other countries, in which there is only 
one central bank, there are twelve Federal reserve banks, each 
representing a district as shown in the accompanying map. 



1. Boston. 

2. New York. 

3. Philadelphia. 

4. Cleveland. 


Federal Reserve Cities 

5. Richmond. 9 Minneapolis. 

6. Atlanta. 10. Kansas City. 

7 . Chicaj^o. 11 Dallas. 

8. St. Louis. 12. San Francisco. 


Each Federal reserve bank not only is a central bank for its 
district but also is one of the twelve coordinated units of the 
system supervised by the Board of Governors. 

Reserve Banks Are Banker’s Banks. — The stock of a Federal 
reserve bank is ovraed by the member banks of the district. Six 
of the nine directors are elected by the member banks. Three 
of these. Class A directors, are the direct representatives of the 
member banks. Three more, Class B directors, are elected to 
represent industry, commerce, and agriculture. The three 
remaining directors. Class C, are appointed by the Federal 
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Reserve Board. The reserve banks deal chiefly with member 
banks in somewhat the same way that a commercial bank deals 
with its customers. 

Control of Credit. — ^The reader will recall not only that a con- 
siderable proportion of the means of payment of the country is 
provided by the commercial banks as loans to businessmen in 
the form of demand deposits, but also that the amount of credit 
which can be extended in this way by a particular bank depends 
upon the ratio of its reserves to its deposits — for which a minimum 
ratio is fixed by law. The effect of this expansion of credit on 
business activity has become increasingly important as business 
has become more complex. Some people explain the business 
cycle as a result of alternate periods of credit expansion and con- 
traction. While this explanation is questionable, the problem 
of credit expansion and contraction is one of the most important 
in modern economic life. As a result, the problem of credit con- 
trol has become increasingly significant. In the minds of many 
economists, the most important function of the Federal Reserve 
System is that of controlling the amount of credit in the nation. 
The Banking Act of 1935 is a reflection of this viewpoint. 

Since the extent to which commercial banks can expand credit 
depends on the ratio of their reserves to their deposits, control 
of credit must come through effecting changes either in the 
volume of reserves or in the legal ratio between reserves and 
deposits. In the following sections the relationships between the 
Federal reserve banks and the member banks will be discussed in 
relation to the general problem of credit control. 

Member Banks’ Reserves. — Each member bank has a book 
account with the Federal reserve bank of its district in a manner 
somewhat similar to a customer’s account with the member bank. 
A member bank is required to maintain on deposit with the 
Federal reserve bank in its district a reserve equal to a certain per- 
centage of its time and demand deposits. The member banks 
are divided into three classes: country, reserve city, and central 
reserve banks. All banks are required to maintain a minimum 
reserve of 3 percent against time deposits. The country, reserve 
city, and central reserve city banks are required to maintain 
minimum reserves of 7, 10, and 13 percent respectively against 
demand deposits. Thus the legal reserves of members are 
mobilized in the Federal reserve banks. 
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Tbe Banking Act of 1935 authorized the Board of Governors 
to increase these reserve requirements by not more than 100 per- 
cent. This provision was included because excess reserves had 
become so great that there was considerable danger of inflation 
based on an expansion of credit. On August 15, 1936, the reserve 
requirements for both time and demand deposits were raised 
50 percent for all classes of banks. At that time the reserves of 
member banks were $6,300,000,000, of which $2,900,000,000 were 
required reserves and $3,400,000,000 were excess reserves.^ The 
increase in required reserves amounted to $1,450,000,000, so 
that excess reserves were reduced to about $1,900,000,000. On 
January 31, 1937, the Board of Governors announced a further 
increase in reserve requirements of 333^ percent, one-half to be 
effective as of March 1, 1937, and the remaining half on May 1, 
1937. This action exhausted the board’s power to increase 
reserve requirements and reduced excess reserves to approxi- 
mately $500,000,000. 

How Reserves Are Acquired. — Member banks may acquire 
balances with the district reserve banks in the same way that 
individuals may acquire balances at member banks. They may 
deposit cash or checks; they may sell government bonds or com- 
mercial paper to the reserve banks; or they may borrow directly 
from the reserve banks. The excess reserves discussed in the 
preceding section were acquired in part because customers’ 
deposits in the member banks were reduced during the depression, 
but chiefly through the deposit of cash. This cash was in the 
form of gold, which was shipped in from abroad. 

When member banks want to build up their reserves in order 
to expand credit, they usually either borrow directly from the 
reserve banks or sell securities in the open market and deposit 
the proceeds of the sale. The former method may take the form 
of borrowing on the bank’s own note or of selling customers’ 
notes or commercial paper to the reserve banks. The latter 
procedure is called “rediscounting.” The discussion of commer- 
cial banking indicated that interest frequently is deducted in 
advance when a loan is made. The borrower, let us say, gives the 
bank his note for $5,000, but receives a deposit for only $4,950. 
Thus his note was discounted at 6 percent for 60 days. The 
bank now may sell this note to its district Federal reserve bank. 

^Federal Reserve Bulletin, August, 1936. 
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The reserve bank may rediscount it at 6 per cent, i.e., it will 
credit the bank with $4,958.33. On this transaction the member 
bank makes a profit of $8.33 from the difference between 6 per- 
cent and 6 per cent for 60 days on $5,000. 

The rediscount rate (5 percent in this case) is one of the 
devices used by the Federal reserve banks to control the expan- 
sion of credit. If the rate is raised, it reduces the profits of the 
member banks from rediscounting and may force them to 
restrict their loans to customers because of insufficient reserves. 
If the rate is lowered, it becomes more profitable for member 
banks to obtain the reserves needed to support additional loans 
and hence may provide a stimulus for the expansion of credit. 

Open-market Operations. — Changing the rediscount rate is 
effective in restraining the expansion of credit only if the member 
banks have to borrow, i.e., when they have no excess reserves. 
Since this is not always the case, the reserve banks have another 
device to control credit, namely open-market operations. Open- 
market operations refer to the purchase or sale of certain types of 
securities in the regular security markets. If the reserve banks 
wish to curb the expansion of credit, for instance, they may sell 
government bonds in the open market. The purchasers of these 
bonds probably will pay for them with checks on commercial 
banks. The reserve banks will charge these checks against the 
balances of the member banks. This action reduces their reserves 
and will force them either to curb their loans or to build up 
the reserves again. If they attempt to build up their reserves, 
they will encounter the high rediscount rate, which may make 
the further expansion of loans less profitable. 

If the reserve banks buy securities in the open market, they 
will pay with checks on themselves. These checks will be 
deposited with the commercial banks, and will be sent to the 
reserve banks to be added to the balances of the member 
banks. This procedure builds up reserves and stimulates lend- 
ing because it is unprofitable to have excess reserves since interest 
is not paid thereon. 

Federal Reserve Notes. — ^The provision for the issuance of 
Federal reserve notes contained in the original Federal Reserve 
Act was designed to eliminate the inelasticity which characterized 
national bank notes. To make the Federal reserve notes elastic, 
it was thought necessary to base them on a type of security which 
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expanded and contracted with the changing volume of business. 
The Federal reserve notes accordingly were based on a combina- 
tion of gold and commercial paper. The minimum reserve in 
gold was 40 percent, and the remainder of the reserve was com- 
mercial paper. The commercial paper represents credit based 
on goods for sale or other assets which, within a short period, will 
provide the funds to retire the credit instruments. When the 
volume of commercial paper declines, the volume of Federal 
reserve notes for which it served as security also is reduced. 

With the passage of the Glass-Steagall Act in 1932, however, 
these provisions were changed so that government bonds might 
serve as security in place of commercial paper. This change was 
necessary because there was not enough commercial paper to 
serve as security for the volume of Federal reserve notes required. 
At that time only a relatively small portion of the reserve behind 
Federal reserve notes was in the form of commercial paper, the 
rest being in gold. The drainage of gold out of the country 
threatened to reach the point at which Federal reserve notes 
would have to be retired from circulation. Permission to use 
government bonds instead of commercial paper released an 
amount of gold equal to approximately 60 per cent of the amount 
of Federal reserve notes outstanding. 

In actual practice, the volume of Federal reserve notes has 
come to bear little relation to the volume of commercial paper. 
When business requires more currency because of seasonal needs, 
such as the Christmas season, or because of an increase in the 
price level, it draws cash out of the member banks and they in 
turn ask the Federal reserve banks for Federal reserve notes. 
As long as the reserve banks have adequate collateral in the form 
of gold and commercial paper or government bonds, the demand 
for additional notes can be met promptly. When the need for 
the additional currency declines, businessmen deposit the sur- 
plus Federal reserve notes and these are sent by the member 
banks to the reserve banks for retirement, thereby providing 
elasticity for the note issue. 

Clearing and Collections. — The district Federal reserve banks 
provide somewhat the same clearing and collection service for 
their member banks that the local clearinghouses do for banks 
in a given city. If a merchant in Columbus, Ohio, gives a whole- 
saler, in Cleveland, Ohio, a check on a Columbus bank, for 
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instance, the check probably will be collected through the Fed- 
eral reserve bank at Cleveland. The Cleveland merchant would 
deposit the check in his local bank, which in turn would send it to 
the reserve bank for collection. The reserve bank would credit 
the Cleveland bank’s account and charge the Columbus bank’s 
account. 

Collections between banks located in different Federal reserve 
districts are handled through the Gold Settlement Fund in Wash- 
ington. If the Columbus merchant had sent his check to a 
wholesaler in New York, it would have been deposited in a New 
York bank and sent by it to the New York Federal Reserve Bank 
for collection. The New York Federal Reserve Bank would have 
credited the member bank and sent the check to the Cleveland 
Federal Reserve Bank. The Cleveland reserve bank would charge 
the Columbus bank’s account and send the check on to Columbus, 
where it would be charged against the merchant’s account. The 
transaction between the two Federal reserve banks would have 
been settled by means of the Gold Settlement Fund. The New 
York reserve bank would notify the Gold Settlement Fund in 
Washington, D. C., to add the amount of the check to its balance 
and deduct it from that of the Cleveland Federal Reserve Bank. 
The Gold Settlement Fund is deposited with the United States 
Treasury and is administered by the Board of Governors of the 
Federal Reserve System. 

Foreign Banking Systems. — Whereas the United States has 
twelve central banks, under the unified control of the Federal 
Reserve Board of Governors, most foreign countries have but 
one. Foreign central banks perform the same general functions 
as our reserve banks; that is, they serve as bankers’ banks and 
act as the fiscal agents for their respective governments. The 
Bank of England, chartered in 1694, in addition to its services 
for the government, also carries on a general banking business 
for the public through a system of branch banks. The central 
bank of Germany, the Reichsbank, is also privately owned, but 
the central government, as in some other countries, is assuming 
more and more control over its activities. 

The outstanding difference between banking in the United 
States and that in other countries appears in the organization of 
the local banks. Whereas this country relies upon a local unit 
banking system comprised of about 16,000 banks, European 
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countries and Canada have only a few banks each, but these banks 
have many branches. In England, for example, five joint-stock 
banks through their many branches do most of the regular bank- 
ing business. Although there are few regulatory requirements for 
foreign bankers to observe, generally speaking, a new bank can- 
not come into existence without a special charter from the central 
government. The movement toward chain, group, and branch 
banking in the United States, although retarded by many influ- 
ences, is slowly altering the structure of our banking system, 
constantly making it appear a little more like the banking systems 
of other countries. 

m. OTHER CREDIT INSTITUTIONS 

Industrial Credit Institutions. — Whereas commercial banks are 
concerned primarily with loans to businessmen, industrial banks 
are concerned with loans to workers, chiefly for consumption 
purposes. Some of these, such as the Morris Plan banks, are 
regular banking corporations; others, such as credit unions, are 
cooperative institutions. The latter type is becoming increas- 
ingly important at the present time. A credit union is a non- 
profit cooperative organization of individuals in a homogeneous 
group, such as the employees of a certain company or the mem- 
bers of a lodge. Each member contributes a minimum amount 
of capital and may borrow at reasonable rates of interest. 

Investment Banking. — An expanding industrial society re- 
quires a source of supply of fixed capital. Before a new invention 
or a new process can be put to practical use, funds must be secured 
to construct buildings and to buy or to manufacture equipment. 
Some of these funds for long-time investment come from the 
earnings of the business; they are made possible by a financial 
policy of laying aside for reinvestment a part or all of the profits 
instead of distributing them in the form of cash dividends to 
stockholders. In many cases, however, it is necessary to go 
outside of the business for fixed capital. In response to this need, 
a number of investment banking houses have developed. The 
principal function of these banks is to market stocks and bonds 
on a wholesale basis, so as to assemble the savings of many per- 
sons and institutions for the conduct of business ventures. 

The process of financing a new business or of providing addi- 
tional capital for an existing one involves several fundamental 
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steps on the part of the investment banking house. If the inves- 
tigation reports, which will be discussed below, are satisfactory 
in all respects, the investment banking house prepares the neces- 
sary circulars giving details of the company and a description of 
the securities about to be offered. If the issue of securities is 
larger than the investment house cares to market on its own 
account, it will effect underwriting agreements with other invest- 
ment houses and, through the underwriting “syndicate” which 
results, the securities will be marketed over a wide area. 

If a preliminary investigation of a proposed financing project 
elicits the interest of an investment banking house it may take 
a temporary option upon an issue of securities while it conducts 
a careful investigation. This detailed investigation usually is 
divided into three parts: 

1. Commercial Investigation. — This part of the inquiry usually involves a 
study of the ownership and the management of the corporation, the location 
of the property, and the character of the products; the type and amount of 
competition faced by the company and the state of its labor conditions and 
public relations; an analysis of the corporation’s earnings or prospective 
earnings, a study of the balance sheet, and an estimate of the company’s 
credit position. 

2. Legal Investigation. — Before an investment banking house attempts to 
market securities it desires to know if the company has been legally organized 
and if it is in good standing with the public authorities; whether it has good 
title to its various properties for the specific uses it desires to make of them ; 
whether it has the charter, franchise, and other rights necessary for it to 
remain in business; and, finally, whether all the legal documents affecting 
the proposed issue of securities are in proper form. 

3. Engineering Examination. — The engineering examination requires 
careful synthesis of engineering techniques on the one hand and economic 
and business principles on the other. One of the first problems is to deter- 
mine the value of the property in the case of an existing corporation. Con- 
sideration must be given to replacement costs and to depreciation. A 
dollar value must be placed upon such intangibles as processes, patents, 
and goodwill. 

Once the present value is estimated, attention must be given to the 
future. What improvements will be necessary to put the property into an 
efficient condition? How fast will the property depreciate in vahie in the 
future? What portion of the gross earnings will be necessary to take care 
of depreciation and obsolescence? Is the property economically located in 
respect to availability of raw material, labor, and the market for the product? 

The examination must go far beyond the corporation in question. Pres- 
ent and possible future sources of competition must be analyzed and their 
probable effects weighed. Costs of competing concerns must be studied 
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and their prospective future situation gauged, if possible. Engineering 
trends and business practices must be carefully scrutinized. 

The Financing of Building Construction. — From the beginning 
of the depression in 1929, business and government alike have 
agreed that the restoration of a normal degree of prosperity 
depends in considerable measure upon the revival of the construc- 
tion industry. ‘ The federal government has enacted several 
laws and has created a number of agencies to encourage construc- 
tion of all sorts. Business firms have carried on campaigns to 
promote new construction and to modernize the old. The efforts 
to facilitate financing, both of outstanding real estate mort- 
gages and of new construction projects, have been particularly 
important. 

Many of the financing activities are conducted under the aus- 
pices of the Federal Home Loan Bank Board, which administers 
the Federal Home Loan Bank System. The powers and duties 
of this federal agency have been gradually extended with each 
successive governmental effort to stimulate new building and to 
assist those who already own property. The first links in the 
system were the twelve Federal Home Loan banks, the purpose 
of which was to make loans to mortgage-lending institutions, 
principally savings and loan associations. Next was added the 
HOLC (Home Owners' Loan Corporation) to refinance distres.sed 
mortgages. Legislation was enacted providing for the federal 
incorporation of savings and loan associations and to insure 
their stock, as well as the stock of eligible state-incorporated 
institutions. 

The FHA (Federal Housing Administration), which is separate 
from the Federal Home I^oan Bank System, guarantee.'-' mortgage 
loans made by mortgage-lending institutions such as approved 
savings and loan companies, banks, insurance companies, and 
mortgage companies. By establishing standards which a new 
construction project or a modernization plan must meet if the 
financing loans are to be insured, the FHA is playing a .significant 
educational role. The FHA now (1938) insures mortgages up to 
90 percent of that part of the value of a residence under $6,000, 
and 80 percent of that part in excess of $6,000. 

1 For the decline in construction from 1929 to 1933 and the lagging 
recovery thereafter, see Chap, XXI. 
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Problems 

68. To what extent and by what methods do commercial banks provide 
purchasing power? What is “deposit currency”? 

64. “A bank is required by law to pay all legal claims upon demand, 
yet if it were always prepared to do so it would not be able to perform the 
functions of a bank.” Explain. 

66. Suppose the Board of Governors of the Federal Reserve System desires 
to curtail credit expansion, just how might it employ open-market opera- 
tions to attempt to accomplish its purpose? 

66. If a member bank is unable to make a loan to a customer who is a 
good credit risk, how may it obtain help from the Federal reserve bank of its 
district to accommodate the customer? 

67. Account for the fact that an increasing percentage of the investments 
of banks is in government bonds. Is this a desirable situation? Why? 

68. Explain how a commercial bank with a capital of only 8100,000 may 
make, under certain conditions, loans in excess of 81,000,000. 
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CHAPTER IX 

PRICE TRENDS AND MONEY THEORY 

The engineering student who examines the relationship of money 
to prices is not concerned with a mere isolated fragment of eco- 
nomic science. Rather he is concerned with basic processes which 
permeate every part of the subject and which are interrelated 
with all aspects of economic and business activity. The present 
system of economics is described as a money economy. Motiva- 
tion of activity takes place largely in terms of money profit; 
determination of business policy runs in terms of gain or loss in 
money income; wealth and welfare are inextricably connected with 
money values. Long-range disturbances of prices and profits 
are a part of the money problem; the relative distribution of 
property and income is deeply affected by changes in the pur- 
chasing power of money; and the efficiency of the physical plant 
and equipment of industry is regulated by exigencies of finance. 

Economic “Time Series.” — The types of price fluctuations 
conform to the various movements of economic data which are 
classified as time series. The dominating importance of the time 
series is not found in any other field of statistical research, and 
the development of methods of analysis appropriate to time series 
has come only recently, with the wider adoption of statistical 
methods in the field of economics. Time series may be classified 
into four groups: Seasonal, cyclical, secular, and residual fluctua- 
tions. Seasonal movements are those which recur with some 
regularity every year. Thus department store sales are greatest 
in December and building construction reaches a peak in the 
summer months. Cyclical movements are composed of the 
repeated phases of prosperity and depression which characterize 
business conditions. The cycle is not exact, since a given phase 
of the cycle may not be an exact duplicate of the similar phase 
in a preceding cycle and since the length of the cycle is not uni- 
form but may vary from three years to eight years or so, but 
the general course of events is sufficiently repetitive to justify 
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the use of the term “trade cycle” or “business cycle.” Secular 
trend represents the long-time growth or decline in a series and 
usually covers a period longer than one trade cycle. Residual 
fluctuations, lastly, represent movements due to erratic and 
unusual causes such as wars, floods, or famine. 

Secular Trend. — Many series of economic statistics exhibit a 
definite trend over a fairly long period of years. The trend may 
be either positive or negative in slope but it is to be distinguished 
from the trade cycle because it does not often reverse itself and 
because it covers a longer period of time without reversal. In 
the analysis of any time series the trend value at any date is 
taken to be the normal value at that date. That is to say, it is 
viewed as the value that would have been recorded for the given 
series if the effects of all accidental and complicating forces could 
have been eliminated. 

For most types of data the secular trend may be represented 
by a mathematical curve. A straight line, second-degree curve, 
third-degree curve, or curve of a higher power may serve to repre- 
sent the trend. The type of curve used depends upon many 
considerations, such as the nature of the analysis to be made and 
the available time in which to make it. One method for comput- 
ing the trend, which is frequently encountered in economic anal- 
ysis, is known as the method of least squares: the sum of the 
squares of the deviations of the actual data from the trend line 
is a minimum. The straight-line “normal” computed on this 
basis is an unreal, average, purely statistical concept even though 
it is a very useful one (see Fig. 8, page 161). 

The Secular Trend of Prices. — In speaking of the secular trend 
of prices, the item under consideration is not the price of any 
single commodity, such as coal, copper, or corn flakes, but rather 
an average index number of the prices of all commodities taken 
as a group. By analogy, the level of the water in the Atlantic 
Ocean (secular trend of prices), though subject to variations in 
the form of waves (individual prices) and tides (business cycles), 
really is determined by the amount of water and the shape of the 
ocean bed in which it is contained. It is the fluctuations of the 
mean (average) level of the water that are significant here, and 
not the superimposed surface movements of waves and tides. 
In the same way the term “money” will be used in its broader 
sense, so as to include both currency and credit. Thus the finan- 
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Fig. 8. — The trend of wholesale prices in the United States, 1800-1938.* 

* United States Bureau of Labor Statistics Bulletin 572; “Statistical Abstract of the United States,” 1937. 
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cial system as a whole, instead of its currency phase alone, will 
be considered in the discussion of price levels. 

A financial system that is really satisfactory should not per- 
mit violent changes in the general average of prices, though it 
need not prevent all movement in the price average. A slow but 
steady upward tendency of prices appears to be conducive to 
general business well-being, since it seems to keep industry some- 
what better employed than does a downward trend. A slowly 
declining trend, on the other hand, probably provides the best 
means of passing on to consumers generally the advantages which 
accrue from new inventions and cost reductions. From this 
viewpoint a slowly falling trend is most desirable, but in any case 
violent fluctuations of prices should not appear. 

The secular trend of wholesale prices in the United States is 
shown in Fig. 8. The high points which appeared in 1814, 1865, 
and 1920 indicate periods of war inflation and thus are move- 
ments classified as “residual fluctuations.” The short-time vari- 
ations are largely “cyclical” in nature, while the secular trend 
of prices is represented by the long swings from one period of 
war inflation to the next. For example, the secular trend from 
1814 to 1830 was downward and involved a loss of 89 points; 
the trend rose 18 points to 1839; fell 22 points to 1860; fell again, 
after the Civil War, from 1865 to 1896 by 85 points; and rose 
thereafter until the World War by over 60 points. Our financial 
system evidently has failed to control price movements closely, 
for these fluctuations recur frequently in our price history and 
show wide variations. 

The Consequences of Price Movements. — ^The unfavorable 
consequences of price movements do not result from the height 
of the general price level at any given time as much as from varia- 
tions in the level. “Good business” can exist at one world price 
level about as well as at another. If prices in general advance 
100 percent, consumers could buy as much at the new average 
as they did at the old one, provided their incomes increased at the 
same rate and to the same degree. If movements of the general 
price level affected all classes of men and all industries uniformly, 
they would be relatively harmless. Serious consequences arise 
because of the inequality of gain or loss between various economic 
groups. Some incomes advance while others decline ; some prices 
rise earlier than others, or at a faster rate, or to a higher peak; 
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some industries adjust themselves more rapidly to price changes 
than do others. 

Creditors and Debtors. — ^The purchasing power of the funds 
loaned by creditors increases with a falling price trend and 
decreases with a rising trend. The same situation exists in regard 
to interest payments, annuities, receipts from insurance policies, 
savings accounts, and other forms of investment. In all these 
cases, the purchasing power of the creditor’s income and principal 
varies inversely as the general average of prices. For example, 
if $1,000 had been placed in a savings account in 1896 and allowed 
to accumulate at compound interest, the combined interest and 
principal would not have purchased so large an amount of goods 
and services at the high prices of 1920 as the original $1,000 
would have bought in 1896. The reward for saving would have 
been negative. 

Debtors are affected in a manner opposite to that of creditors. 
A rising trend is favorable and a falling trend unfavorable to their 
interests. If the bulk of business were done on a cash basis, these 
inequities would be avoided, but the essence of the present sys- 
tem is the conduct of business on a credit basis. Thus injustice 
between creditor and debtor strikes at the heart of the system. 
During rising prices the bondholders, other creditors, and even 
preferred stockholders often lose while the common stockholders 
gain, since the latter are the ones who participate in unusual 
earnings. Conversely, during falling prices the bondholders may 
gain while the stockholders lose. 

Wages, Salaries, and Profits. — The receivers of wages and 
salaries suffer during a period of rising prices and gain during a 
period of falling prices. Wage and salary movements are more 
sluggish than are commodity price fluctuations. Since the 
latter series leads the former, real income shrinks on the upswing 
and grows on the downgrade of secular price movements if 
employment is maintained. 

Profiteering is roundly criticized during periods of soaring 
prices. Lawmakers and courts try to suppress high earnings by 
legal coercion. Agitators insist that businessmen generally are 
exploiting the public, but such attacks are largely futile since they 
rest on the assumption that profiteering is a manifestation 
of unusual avarice and cupidity. Actually, the situation is 
generally beyond the businessman’s control. During a price 
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advance, goods purchased at today's low prices may be sold at 
tomorrow’s high prices. Costs lag behind prices, so these profit 
windfalls in reality are attributable solely to the skyrocketing 
general average of prices. 

The Value of the Money Unit. — Changing price levels mean 
changes in the purchasing power of the money unit. If a unit 
of money buys lOX goods today and a year from now buys 5X 
goods, the price level has doubled, an index of average prices 
standing at 100 today would reach 200 a year from now, and the 
purchasing power of a unit of money has fallen 50 percent in the 
same period. Thus changes in the purchasing power of money 
sometimes are regarded as the reciprocals of index numbers 
measuring fluctuations in the price level. 

The various consequences of changing price levels that have 
just been noted are very closely related to changes in the value of 
the money unit. Much of the economic literature dealing with 
the subject of money, and a large part of the interest in this 
field on the part of men of practical affairs, arise from fluctuations 
in the value of money. Several theories have been developed in 
the attempt to explain these changes in the value of the money 
unit. 

The Quantity Theory, — ^Two forms of the quantity theory of 
the value of the money unit are held today. According to the 
strict or mathematical theory, a change in the amount of money 
in circulation (other things remaining the same) will cause an 
exactly proportional change in the general average of prices. The 
elastic or psychological theory, on the other hand, states that the 
relationship between money and prices is not exactly proportional, 
though the direction of movement is similar. The mathematical 
theory may be expressed by the following equation : 

P ^ ¥JL±^MIL (B) 

where P — general index of prices. 

M = coin and paper money in circulation. 

V = velocity of circulation of money (total volume of money pay- 

ments in a given period divided by the number of pieces of 
money in circulation). 

M' •= demand deposits in banks (checking accounts). 

V = velocity of circulation of deposits (total volume of check pay- 

ments, or bank debits, in a given period divided by the average 
number of dollars of deposits). 

T * volume of trade in the period. 
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When defined in this way, the equation is merely a truism. 
It simply states that the total amount of money spent (MV + 
M'V) in a given period must be equal to the total value of the 
goods and services (PT) purchased with that money in the same 
period. A truism, however, may be an indispensable instru- 
ment of research. The problem is one of “causation” — 
what causes changes in P? To phrase it another way, does some 
one item in the equation change first so that a change in P is 
required to preserve equality, or do several items change simul- 
taneously owing to a common cause? Answers to these questions 
will determine the type of control that may be exercised in an 
attempt to maintain a stable price average. 

The Elastic Quantity Theory. — Efforts have been made to 
prove or disprove the mathematical quantity theory statistically, 
but they have been inconclusive since the same facts also may be 
explained by other theories. One point, however, is significant. 
The quantity theory says that if trade volume T is unaltered, 
the price level P cannot change unless money M, credit M', or 
their rates of turnover V, V, change first. This statement some- 
times runs counter to known facts. Prices may rise or fall before 
the other factors change. On the other hand, money may 
undergo considerable change, but all the other factors may remain 
unaltered for a time. The mathematical quantity theory, 
therefore, does not give a conclusive explanation of all changes in 
the value of the money unit. 

The elastic or psychological quantity theory might be stated 
in the following form: 

P = a) 

There is little doubt that a marked increase in trade (T) with- 
out a concurrent increase in money would lead to a reduction in 
the price level. Indeed, this change apparently accounts for 
the falling wholesale price level in the period from 1865 to 1896. 
On the other hand, a marked increase in money in use generally 
leads to higher prices if trade does not expand at the same rate. 
Gold strikes in California in 1848 and in Alaska in 1898 thus may 
be related to secular upward trends of prices in succeeding years. 
Speaking generally, then, we may say that 


Quantity of money in use _ • i , 

Volume of goods sold ' 


( 8 ) 
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although many exceptions to this generalization are recognized 
and admitted. Some authorities feel that a statement should be 
reached which has no exceptions; thus they have suggested other 
hypotheses intended to supplant the quantity theory. 

The Commodity Theory. — In contrast to the quantity theory 
of money value, which treats all forms of money in circulation 
alike and gives attention only to the volume of money and of 
goods present in the market, is the so-called commodity theory 
which places its emphasis upon one form of money above all 
others and considers the value of this money and the value of the 
goods present in the market, in an attempt to explain the price 
level. According to this theory, paper money and credit get 
their values from gold. Since gold thus is basic in all valuations, 
prices represent the value of goods in terms of the standard money, 
gold. The quantity of currency and credit used at any time is 
determined by the price level in relation to the amount of business 
to be done. The pricing process would be represented thus: 

Value of goods . , . 

Value of standard money unit P™ ® ^ ’ 

According to the commodity theory, the stability of the money 
standard results from the relatively small annual additions made 
to*the world’s stock of gold. The commodity theory emphasizes 
the point, undoubtedly true in many cases, that the quantity of 
currency and credit in use at any time is a result, rather than a 
cause, of the price level. When prices are high more pocket 
money and bank deposits are needed to buy goods than when 
prices are low. However, valuation of goods in terms of the 
value of the gold unit is an artificial explanation. The process 
certainly is not representative of conditions in the United States, 
for gold seldom was seen in circulation before the gold standard 
was altered. Furthermore, the value of money does not seem to 
be inherent in gold alone but appears to exist in the entire money 
system. Thus the commodity theory also fails to account for all 
the facts. 

Money as a Basic Institution. — An institution viewed in the 
larger sense is composed of (1) an idea, (2) a structure built upon 
this idea, together with its immediate sponsors and supporters, 
and (3) sanction by the general public. Thus the institution of 
religion, for example, is something much larger and less clearly 
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defined than the churches or the clergy that are its outward mani- 
festations. In the same way, the institution of money is some- 
thing more than the mere physical items of coin, paper money, 
checkB, and banking centers. Our money institution rests upon 
the habits and customs of the people who utilize the money 
system. 

The value of money, then, is not solely the result of the quan- 
tity of money in circulation, nor is it determined by the value of 
the standard unit alone. It is partly a matter of social habit 
and custom. The value of the money unit, gold equally with payer, 
thus comes from the whole institutional money system. The leading 
monetary item seems to be credit and not currency; and financial 
and credit policy are more important for purposes of control than 
is gold or currency. ‘ 

The institutional theory of money value may be stated thus: 

Business estimates —* Expenditures — » Money in use — ♦ Price level. 

In other words, industrial activity depends upon businessmen's 
estimates of future profit possibilities. If the estimates indicate 
that expansion will be profitable, businessmen increase their 
expenditures. Thus additional funds are required in the form 
of currency and bank credit; in this way the volume of money 
in use is increased. As a result, the price level is likely to rise. 
A businessman’s determination to expand operations, however, 
is related to the stability of the money system, and a gold stand- 
ard is thought by many persons to be a safer basis for business 
expansion than is a paper standard. Hence the institutional 
theory appropriates those portions of the quantity and commodity 
theories which seem to meet the test of facts, and seeks to develop 
an explanation of price levels which appears to be in agreement 
with actual experience. 

Purposes of Financial Control. — Emowledge of just what 
financial control proposes to accomplish is necessary, for the 
control of finance may be advocated by different persons with a 
view to the attainment of a variety of ends. Action in any case 
must proceed from the central banking system or from the United 
States Treasury, for individual banks organized purely on a 

1 For the institutional treatment of money value, the authors are indebted 
to an unpublished work by Dr. C. A. Dice, professor of banking, Ohio 
State University. 
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profit-making basis are unlikely to exert their efforts to any great 
extent toward ends that are non-profit making. The main 
objectives of the various proposals for financial control are three 
in number. 

Of a purely banking nature is the desire to maintain a sound 
banking structure. Such control may be exercised to no small 
degree by the central banking system of a country. This organi- 
zation is in a very responsible position, since it holds the ultimate 
reserves that are essential to a sound banking situation in the 
nation as a whole. Another aim of control is the prevention of 
overexpansion. Once labor and other primary factors of production 
are fully cmj)loyed, additional expansion of currency and credit 
can result only in the bidding up of the prices of these factors 
without any significant increase in the production or distribution 
of goods; this activity leads to dangerous financial overexpansion. 
The third obje(!tive advocates the use of the banking machinery 
to control the general average of prices. In this instance control 
means stabilization, not stagnation; it is the rate of movement 
that is to be restricted, not the opportunity for movements of 
any sort. 

Devices to Control the Price Level. — Many plans have been 
devised for the control of the price level. The United States 
has relied upon the gold standard for a sound currency and 
upon the Federal Reserve; System for a sound banking policy. 
Although the gold standard works well in periods of prosperity 
and business stability, it frequently collapses during periods of 
economic strain. As a result, a number of substitutes have been 
proposed. Since 1931, most of the countries of the world have 
abandoned the gold standard and have substituted for it some 
form of managed currency. Opinion has been divided as to the 
aim of currency management and the type of monetary system 
best suited to management. No unanimity of opinion has been 
reached as yet on either of these questions. Proposals for mone- 
tary systems range from irredeemable paper money with no 
required gold backing on one hand to the prewar gold standard 
on the other. Proposals for policies of currency management 
include those advocating a steadily declining price level, a gradu- 
ally rising price level, and price level stabilization. At the present 
time, the Federal Reserve System plays the most important role 
in the monetary policies of the United States. 
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Federal Reserve Policies . — There have always been differences 
of opinion as to the scope of the control activities of the Federal 
Reserve System. Throughout the first half of 1929 , when 
stock-market loans were increasing by millions of dollars daily, 
numerous magazine articles and newspaper editorials attempted 
to advise the Federal Reserve Board. ^ Depending upon the 
adviser, the board was asked to “control prices,” “stabilize busi- 
ness,” “prevent speculation,” “regulate credit,” “meet the legiti- 
mate needs of commerce and industry,” and many other things. 
It was generally, though not unanimously, agreed that the 
Federal Reserve System had greatly improved the elasticity of 
the currency and the method of keeping reserves, that it ha<Ll 
provided a valuable clearing and collection agency, that it had 
made possible a discount market, and that in general it had exerted 
a stead3dng influence upon the country’s finances, particularly 
during the war and the period of readjustment immediately fol- 
lowing. The exact status of the system as a means of financial 
control, however, still remained an undefined though widely dis- 
cussed subject. 

Regardless of differences of opinion in respect to the control 
activities of central banking institutions, the fact remains that 
the type of control exercised must depend upon the facilities of 
the controlling agency. The credit-regulating activities of the 
Federal Reserve System thus are significant, for if the system 
exerts any influence upon prices, business, speculation, and so 
on, it does so through its power either to regulate bank credit 
directly or to give warnings in respect to the general situation. 
In addition to their occasional warnings, the psychological effects 
of which may be significant, the board and the reserve banks use 
rediscounting, open-market operations, and variations in reserve 
requirements as tools of credit control. These tools were explained 
in Chap. VIII. 

Price control through the agency of the central banking system 
may be attempted in regard to the secular trend, to cyclical 
fluctuations, or to both movements. In each case there are cer- 
tain limitations to adequate price control. The most important 
limitation upon stabilization of the secular trend of prices arises 
from the very nature of a gold standard. Gold reserves are 

1 Since replaced by the Board of Governors of the Federal Reserve 
System. 
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restricted by the rate at which the metal is mined, so that, if a 
shortage of gold occurs, a lowering of the rediscount rate may not 
restrain indefinitely the tendency toward falling prices. Hence 
price stabilization policies ultimately may require the modifica- 
tion of a given gold standard. 

The outstanding limitation upon financial control of cydical 
price movements is to be found in the changing conditions of 
demand for bank credit at different phases of the cycle. During 
the boom period, borrowers may be so confident of continued 
prosperity and high profits that they will increase their borrow- 
ings progressively in spite of rising interest rates. Conversely, 
when confronted with a drastic slump of trade, businessmen 
refuse to borrow no matter how low the rate of interest may 
be reduced. Thus any attempt at financial control must take 
place some time prior to the inauguration of either of these phases 
of business activity in the effort to prevent their occurrence. 
Timeliness is all-important where efforts at cyclical control 
through credit policy are concerned. 

A Managed Currency . — The noted English economist, J. M. 
Keynes,^ was one of the first to suggest the use of a managed cur- 
rency in place of the gold standard. Not only is gold unstable 
in purchasing power, but also all issues of money and expansion of 
credit are limited by the necessity for ultimate gold reserves. 
Thus if gold is exported and a shortage appears, as has been true 
of many countries since the war, the amount of currency and 
credit that can be used may be greatly restricted. Because the 
supply of money and credit is not related solely to the quantity 
of trade, prices may fluctuate so as vitally to affect business pros- 
perity. The managed currency proposal is an attempt to relate 
the supply of money and credit to the needs of trade rather than 
to the unstable and expensive gold standard. 

Under a managed currency, the gold limits of the gold standard 
are set aside. The circulating medium consists of irredeemable 
paper money. This proposal rests upon the quantity theory 
of money, because it assumes that if the quantity of the 
paper money is restricted, its value can be kept at the desired 
level. Domestic prices would be stabilized by the simultaneous 

* Kbynes, J. M.: “Monetary Reform,” Harcourt, Brace & Company, 
1924 . 
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control of (1) the quantity of paper money in circulation, (2) 
the rediscount rate, (3) open-market transactions, and (4) the 
fiscal policies of the Treasury. 

The managed currency proposal has met with a number of 
criticisms. The first is that it rests upon the quantity theory of 
money. Some economists who object to a strict interpretation 
of the quantity theory believe that a currency cannot always be 
managed. They contend that the chain of causation is not from 
the quantity of money to prices to business activity, but in some 
other order. Prices sometimes vary in spite of bank rates, open- 
market operations. Treasury policy, and the quantity of money 
in circulation. Second, the proposal introduces grave dangers of 
mismanagement, even if it were unquestionably feasible on theo- 
retical grounds. A managed currency requircis a manager. If 
he is a politician, it is possible that price manipulation will be 
used as a means of securing votes. If he is not a politician, there 
is still the difficulty of finding a manager capable of handling the 
job. A third criticism is that it would be difficult to set up a 
price index which would be satisfactory. Certain commodity 
prices would have to be included in the construction of the index, 
and there would be considerable debate as to which these should 
be. There would also be differences of opinion as to the weights 
to be assigned to the various commodities in the construction 
of the index. 

“100 Percent Money .” — The banking crisis of 1933 and its 
attendant consequences brought a number of proposals for the 
reform of our currency and banking system. One of the most 
widely discussed of these proposals was that for 100 percent 
reserves behind all bank deposits. Although there are a number 
of variations of this plan, the general proposal is that the govern- 
ment should buy the stock of the Federal reserve banks, and 
require all commercial banks to join the Federal Reserve System 
and to maintain reserves of 100 percent against their demand 
deposits. The commercial banks would secure funds for this 
reserve by selling enough of their earning assets to the govern- 
ment to bring their cash holdings up to at least 100 percent of 
their demand deposits. Such a system obviously would limit 
the ability of the banks to extend credit to the actual amount 
saved, i.e., to time deposits. Little or no reserve would be 
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required for time deposits under the 100 percent reserve plan. 
Any expansion or contraction of credit would come from expan- 
sion or contraction of the government’s note issue. 

Such a proposal would give the government the greatest pos- 
sible control over the volume of money and credit, since the two 
would be the same (government notes). The 100 percent reserve 
proposal is essentially the managed currency proposal carried to 
its logical extreme, and as such it is open to the same general 
criticisms. 

The Production and Distribution of Gold. — About 85 percent 
of the world’s gold production since the discovery of America 
occurred after 1850.^ The development of new gold deposits, 
principally those in South Africa (after 1887), multiplied the 
annual output of gold about twenty times. With the coming of 
the world economic d('pr(iSHion there occurred a “scramble for 
gold” which further iiu*reased the output. When the United 
States government in 1933 raised the official gold price from $20.67 
to $35 an ounce, and several other countries pursued similar 


Table 9. — World’s Gold Production* 
Outside U.S.S.R. 


Year 

Ounces, 

millions 

Value, 

thousands of dollars 

An 

ounce of fine gold = $20.67 

1927 

18 3 

378,262 

1928 

18.5 

382,532 

1929 

18.5 

382,532 

1930 

19 4 

401,088 

1931 

20.6 

426,424 

1932 

22.1 

458,102 

1933 

22 7 

469,257 


An ounce of fine Kold = $35 


1933 

22.7 

794,498 

1934 

23 5 

823,000 

1935 

25.2 

882,. 533 

1936 

27.7 

970,206 

1937 

29.9 

i 

1,045,470 


* Data for 1927 and 1928 obtained from the Statistical Year-Book of the Lea^e of 
Nations (1933—1934); from 1929 to 1937i from the Federal Reserve Bulletuif April, 1938. 

* Kbmmebbr, Edwin W, : “ Money,” The Macmillan Company, 1935, p. 
79. 
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policies, the output as measured in ounces again increased but, 
after the revaluation of gold, not nearly so fast as the value of 
gold production expressed in dollars. 

The United States now holds over 60 percent of the world’s 
monetary gold stock. The remaining 40 percent is very unequally 
distributed. For example, Germany, Italy, and Japan together 
hold less than 1 percent of the world’s monetary gold supply. 
These facts have an important bearing upon the monetary policies 
of the several countries, particularly in respect to the future of 
gold standards. 

The annual rate of gold production, together with its interna- 
tional distribution, plays a part in the determination of the price 
level if countries are operating upon a gold basis. Even if some 
countries are not on a gold basis their i)ricc levels will be influenced 
to some extent by those countries which still adhere to gold. 
But it should be carefully noted that the gold standard is itself a 
variable standard, and more or less gold is required to main- 
tain such a standard, depending upon the government’s mone- 
tary policies. In other words, a given amount of gold can be 
made to do more or less work in the money system depending upon 
the dollar valuation placed upon a given cpiaiitity (by weight) of 
gold. A country which can adopt a “59-cent” dollar and still 
remain upon a modified gold standard could adopt a '‘79-cent” 
dollar or a “29-ccnt” dollar. 

Inflation and Deflation. — Largely as a result of the World 
War experience of several European countries, the term “infla- 
tion” has come to be synonymous with a currency of little or no 
value, hence inflation is something to be avoided at all costs. 
From the economic standpoint, inflation may be defined as an 
increase in the currency or credit sufficiently large to bring about 
a quick and marked rise in prices. Deflation, on the other hand, 
usually is thought of merely as a decline in prices, although the 
decline conceivably might extend nearly to the vanishing point. 
Theoretically deflation and inflation may have different but 
equally serious effects. 

Inflation invariably is the result of distorted economic condi- 
tions which frequently are associated with the raising of huge 
funds for war purposes or with the inability of governments to 
finance themselves by taxation during the period following a war. 
In every depression period there is a demand for inflationary 
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measures as a means of restoring prosperity. When depression 
has gone so far as to interfere seriously with the orderly operation 
of the economic system, a restoration of prices (reflation) becomes 
advisable, but there remains the important question of how it 
shall be done. Price restoration by inflationary means is feared 
by many persons because rapid inflation, once initiated, may not 
be subject to control and so may go further than was anticipated. 
This is one reason why the inflationary aspects of New Deal 
policies have been so vigorously opposed and why a slower, more 
painful, but more “normal ” recovery of prices and trade is desired 
by some groups in our economic system. 

Problems 

69. Assuming that the secular trend of prices is upward during the next 
20 years, how would the following economic groups probably be affected: 
Bondholders? Stockholders? Salary receivers? Home owners? 

60. If chemists are successful in producing gold from mercury by altering 
the number of electrons per atom of mercury, what will be the probable 
effect on our money and price system? 

61. The suggestion has been made that government and corporate bonds 
contain a clause requiring interest and principal to be paid in terms of con- 
stant purchasing power instead of a fixed number of dollars. Do you con- 
sider the plan advisable? Why? Would it have any effect upon pro- 
posed monetary reforms? Why? 

MV -h M'V' 

62. “Other factors in the equation P = ^ remaining the 

same: 

a. The quantity of money varies directly as the price level. 

b. The quantity of money varies inversely as the velocity. 

c. The quantity of money varies directly as the volume of goods trans- 
ferred by money.” 

Would a quantity theorist agree to these conclusions? Does the equation 
warrant the drawing of these conclusions? 

68. “It is possible to have inflation without deflation and deflation with- 
out inflation, and it is possible for inflation to precede deflation or for 
deflation to precede inflation.” Explain. 

64. “The only way to control a rising federal debt, when there appears 
to be little likelihood of balancing the budget, is to inflate prices generally. 
The debt at any given time is a fixed number of dollars and it can be made 
reUUivdy smaller by raising the prices of other things.” Is this proposed 
policy advisable? 

66. “As long as the government keeps 100 cents in the dollar no one 
needs to fear inflation,” Explain. 

66. Suppose Congress should change the price of gold from $36 to $25 
an ounce, who would gain? Who would lose? Why? If this change were 
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made would a mining engineer earning $300 a month be better or worse 

o£E? Why? 

67 . What do you understand by a “commodity” dollar? Is it the same 
thing as a “managed” currency? Why? 

68. “Business can function as well at one price level as at another; the 
difficulty is in the transition from one level to another.” Explain the 
difficulty. Under what conditions may the difficulty prove to be an 
advantage? 

69. Is the size of the federal debt likely to have any effect upon the 
purchasing power of money at some future time? 
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CHAPTER X 

INTERNATIONAL TRADE AND FINANCE 

There is much confusion of thought regarding the role of 
international trade in the activity of a nation. In fact, the foreign 
trade of the United States often is considered a mere extra-cur- 
ricular activity of significance only to a few groups in the economy. 
Yet the truth of the matter is that the exchange of goods and 
services between countries, as well as the control over such trans- 
actions, has effects which penetrate the innermost recesses of any 
highly specialized nation. The continual conflict for raw mate- 
rials and for markets is sufficient evidence to show the importance 
attached to international economic relations by both businessmen 
and politicians. The advantages of specialization and large- 
scale machine production are limited by the size of the market 
for the goods so produced, and the size of the market is decreased 
by barriers to both domestic and international trade. 

I. CHARACTERISTICS OF INTERNATIONAL TRADE 

Differences in Prices. — It should be kept in mind that inter- 
national trade refers mainly to the exchange of goods and services 
between persons in different nations rather than between the 
national governments themselves. It is the General Motors 
Corporation which sells a Buick to a native of England, for 
instance, and not the United States Government which sells such 
merchandise to the British Empire. Occasionally, of course, the 
agents of a government will purchase certain items, such as muni- 
tions, from companies in other countries, but the majority of the 
trade crossing national boundaries is carried on by individuals or 
corporations in the respective countries. 

With a few exceptions, arising out of the desire for conspicuous 
consumption or the prejudice of patriotism, international trade 
is carried on because of differences in prices for the same or .similar 
commodities or services in the different countries. The profit 
motive prompts the businessman to buy his raw materials or 
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finished goods in some other country if he can purchase them for 
less than the price he must pay in his own country. Some items, 
such as specific artistic or exotic goods and particular natural 
resources, are purchased outside the country because they are not 
available within its borders. However, even such things as rub- 
ber, coffee, and silk, of which we import large quantities, could 
be produced under controlled conditions in the United States, but 
costs of production and prices would be much higher than they 
are now. Thus the first principle of international trade is that 
international bu 3 dng and selling are directed by differences in 
prices for the same or similar goods in different countries. 

Foreign Trade vs. Domestic Trade. — If it be merely a matter of 
differences in prices in different countries that characterizes 
trade between the American and the foreigner, we may reason- 
ably ask ourselves how foreign trade differs from domestic trade. 
Surely trade between people in Ohio and Pennsylvania, for 
instance, or even between producers and consumers in our homo 
city or town, also is directed largely by price differentials. Yet 
there would be no excuse for the special attention given to foreign 
trade if there were not special problems and features that arc not 
entirely explained by an analysis of domestic trade. The dif- 
ference hardly lies in the matter of transportation costs, for we 
find that the transportation cost between New York and San 
Francisco (domestic trade) is greater than between New York 
and Montreal (foreign trade). Could it be that the factors of 
production are immobile between countries? Certainly we find 
immobility in varying degrees within the country, but in addition 
we find capital, labor, management, and resources moving back 
and forth across national boundaries. However, th('re are dif- 
ferences between domestic and foreign trade and thej' arise out 
of the following institutional factors: (1) man-made trade bar- 
riers, such as tariff duties, quotas, and export prohibitions, (2) 
dissimilar currencies or standard monies; and (3) sentimental 
prejudices which cause nationals to favor goods made in their 
own country. Of course, many of these are differences in degree 
rather than absolute differences, but the combination of all of 
them is sufficient to set foreign trade off as being distinct from 
domestic trade. 

Content of Foreign Trade of the United States. — In spite of 
these obstacles to trade there are important variations in prices, 
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for the same or similar products, when one country is compared 
with another, because of either differences in costs of production 
or differences in the amount or character of the competition in 
the respective countries. Thus we find that many people in 
other countries make their living by producing and selling to us 
goods that help us to maintain the efl&cient operation of our indus- 
tries, as well as to raise the standard of living of consumers in 
this country. Similarly, many people in the United States hire 
labor and buy raw materials to produce articles that will be used 
by the producers and consumers in foreign countries. Tables 
10 and 11 show the nature and relative importance of some of the 
goods we buy from others as well as those goods which foreigners 
can buy here at prices lower than they can purchase the goods 
elsewhere. 


Table 10. — Uxited States Exports and Imports* 
(In Millions of Dollars) 


Year 

1930 

1931 

1 

1932 

1933 



1934 

1936 i 

1936 

Exports: 

Crude materials 

S 829 

j 

S 566 

$ 513 

$ 590 

S 652 

$ 682 

S 668 

Crude foodstuffs 

178 

127 

89 

48 

59 

58 

58 

Manufactured foodstuffs . . 

362 

246 

162 

164 

167 

157 

143 

Semi-manufactured goods 

612 

317i 

196 

237 

341 

349 

394 

Manufactured goods 

1,898 

1,119 

6241 

616 

878 

994 

1,162 

Total 

3,781 

2,377 

1,576 

1,647; 

2,100 

2,243 

2,416 

Imports: 








Crude materials 

1,002 

642 

368 

418 

460 

582 

733 

Crude foodstuffs 

400 

304 

232 

215 

264 

322 

348 

Manufactured foodstuffs 

293 

222 

173 

201 

263 

318 

383 

Semi-manufactured goods 

i 608 

372 

216 

292 

307 

1 409 

490 

Manufactured goods 

757 

549 

340 

322 

350 

405 

466 

Total 

3,060 

2,000 

1,322 

1,449 

1,636 

2,037 

2,421 


♦ Statistical Abstract of the United States, p. 442, 1937. 


The information presented in Table 11 gives us some idea of 
the type of commodities which the people of the United States 
ship across their boundaries. Raw materials, both foodstuffs 
and non-foodstuffs, are the type of commodity most imported. 
Four of the five leading imports are commodities which the United 
States is not able to produce economically at the present 
time. The chief individual exports are not manufactured or 
finished commodities, in spite of the fact that the United States 
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Tabud 11. — Unitbd States Leading Impost and Eepobt CoMMODrriEs 

AND CoUNTBIBS* 

1930-1937 Average 


Commodities 

Countries 

Export 

Import 

Export 

Import 

Cotton, unmanu- 
factured 

Coffee 

United Kingdom 

Canada 

Petroleum and 
its products 

Raw silk 

Canada 

Japan 

Machinery, all 
classes 

Sugar 

Japan 

United Kingdom 

Automobiles, in- 
corporated en- 
gines 

Paper and paper 
products 

Germany 

British Malaya 

Tobacco, unmanu- 
factured 

Crude rubber 

France 

Germany 


♦ “Statistical Abstract of the United States/’ 


is one of the leading industrial nations. Of the first five exports, 
three are classed as raw materials, i.e., cotton, petroleum, and 
tobacco. We find a partial explanation of this feature of interna- 
tional trade when we observe the tariffs imposed by most nations 
against the importation of manufactured goods, and when we 
realize that the production of manufactured goods is less restricted 
by climate, quality of soil, and other local conditions, than is the 
production of raw materials. 

The United States Balance of Pajrments. — Imports and exports 
of goods do not represent the whole of our foreign commerce. 
In addition to the commodities — raw, semi-processed and proc- 
essed — numerous so-called “invisible” items are bought and sold. 
These “invisible” elements in trade are largely services and 
capital investments. Americans employ the services of foreign 
ships, foreign insurance companies, and foreign banks in the 
movement of goods in much the same way that they use the 
services of foreign hotels, railroads, and restaurants when they 
travel abroad. Likewise, foreigners purchase similar services 
from people in the United States. 

A complete picture of the exports and imports of the United 
States would show not only the commodity trade referred to in 
Table 11, but also would include the value of the services and 
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investments involved in American trade with the world. His- 
torically, and even now, it has been considered a desirable condi- 
tion if a country could obtain an excess of exports of goods over 
imports of goods (except gold). Such a condition is called a 
“favorable” balance of trade. The opposite condition is called 
an “unfavorable” balance of trade. Actually there is nothing 
particularly favorable or unfavorable about the form which the 
balance of trade takes so far as goods are concerned, except in 


NET CREDITS NET DEBITS 

Millions of dollars 

+1200+1.000*800 +600 *400 *200 0 -200 -400 -600 -800 -1,000-1,200 -1,400 -1,600 



(.Surplus capital 
investment 

2. Miscellaneous 

surplus 

3. Surplus interest 

payments 

4. Surplus exports 

I 1 I 



5. Sold and silver 

imports 

6. Tourist expenditure 

deficit 

7. Immigrant 

remittances 
S.Shfppinci service 


deficit 


JL 


X 


X 


X 


X 


Fia. 9. — Selected items in the balance of international payments of the United 

States, 1937.* 


connectibn with the creditor or debtor condition of the country 
concerned. If a creditor country, such as the United States at 
the present time, wishes to have her debts paid to her, it is neces- 
sary that imports be allowed easy entrance so that the debt can 
be paid. 2 Under such circumstances it is more desirable to have 
an “unfavorable” balance of trade. On the other hand, a debtor 
nation will find foreign money available with which to pay foreign 
debts only when the debtor country can obtain an excess of exports 
over imports (less canceled notes). 

Imports for War Purposes. — A few years ago the War Depart- 
ment of the United States listed thirty different materials which 

* Bureau of Foreign and Domestic Commerce. 

* Cf. pp. 190 and 191. 
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this country would need in case of war. Only a small number 
of these materials are produced within our boundaries, and in 
amounts not sufficient for peacetime requirements. The list 
includes: 


antimony 

camphor 

chromium 

coffee 

cork 

graphite 


hemp manila fiber 

hides mica 

iodine nickel 

jute nux vomica 

flaxseed opium 

manganese platinum 


potassium salts 

quicksilver 

quinine 

rubber 

shellac 

silk 


sodium nitrate 

sugar 

tin 

tungsten 

vanadium 

wool 


n. FOREIGN TRADE PAYMENTS 

Pa3rment for Foreign Trade. — At this point our picture of the 
foreign trade of the United States should have some detail, some 
material content. Instead of visualizing two indistinct streams 
of goods, one flowing from the harbors of New York, New Orleans, 
or San Francisco to harbors in other parts of the world, and the 
other- flowing from these foreign harbors to the American ports, 
we can now identify definite raw materials, semi-finished and 
finished goods, services, and investments as being component 
parts of these respective streams. Indeed, there is a direct cor- 
relation between the volume of the flow into each country with 
the flow out of that country. In other words, the exports of the 
United States over a period of time tend to equal the imports 
into the United States. If there is to be equality between the 
value of the exports and the value of the imports, however, we 
must include the trade in services, credit, and gold as well as the 
trade in goods. To make this important principle of foreign 
trade clear it is necessary to keep in mind the fact that business- 
men in the United States, for instance, do not wish to give their 
goods away. If they do not give the goods to foreigners, then 
they must import something of value equal to the value of the 
exports. This statement does not mean that the exporter him- 
self must import goods, but he must obtain the purchasing power 
from the foreigner in some fashion, and usually he wants payment 
in American money. 

There are a number of ways in which the American business- 
man may wish to use this purchasing power received from the 
export of goods and services. He may, of course, turn it over to 
his agent in the foreign country to spend on some goods which 
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he wishes to import; he may wish to invest it in stocks or bonds 
in the foreign country with the intention of importing the securi- 
ties; he may go abroad and spend it on services for himself; or 
he may allow it to remain in the foreign bank to his credit. There 
are other possibilities, such as to import it in the form of gold or 
to use it to pay interest on a debt which he may have incurred 
abroad. Yet in each case the export of these goods from the 
United States has created a claim abroad which cannot be realized 
by the exporter until the existence of an actual or potential import 
of goods or services is assured. 

People in the United States as a group cannot expect to sell 
any more to foreign purchasers than they buy from them. At 
first thought, one might ask why we do not require the foreigner 
to pay in terms of his money instead of in goods. If one has had 
any experience attempting to spend Canadian dimes or Mexican 
pesos in New York City, however, one quickly dismisses this 
possibility from his mind. We do not want foreign money. 
We want dollars or gold. It is because gold is so limited in 
quantity that it is necessary for most payments to be made in 
some other medium. Therefore the foreign exchange mechanism 
is so arranged that, if there are exports and imports of goods and 
services between countries, the Frenchman can be paid in francs, 
the Englishman in pounds, and the American in dollars. Let 
us see how this result is accomplished. 

The Mechanism of Foreign Trade. — Many parties are involved 
in each transaction between residents of two countries, i.e., the 
exporter, the importer, the American bank, the foreign bank, and 
various brokers, insurance agents, and shipping companies. Of 
these many participants in a transaction involving foreign trade, 
the exporter and the importer are the principals while the other 
parties act as their agents. What is the role of these different 
actors in this international drama? Suppose that the Buick car 
referred to in an early part of this chapter was sold by the General 
Motors Company to a Mr. Doe-Roe of London, England. Mr. 
D-R has some cash in his pocket and a bank account in Midland, 
Ltd., all in pounds and shillings. The General Motors Corpora- 
tion wants dollars and cents with which to pay wages, buy mate- 
rials, and declare dividends. The corporation, having placed the 
car on board ship and received the insurance and shipping docu- 
ments as evidence of this act, may take these documents and a 
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bill of exchange to the Chase National Bank in New York City. 
A bill of exchange is merely a credit instrument, signed by one 
party, which states that a second party will pay a third party a 
certain sum of money at a certain time. Bills of exchange may 
be payable either at sight or after a stated time. The bank will 
buy the bill from the General Motors Corporation and credit the 
latter with the amount of the sale less discount. Thus General 
Motors is paid in dollars. 

The Chase National Bank will then dispatch these documents 
to an English bank and the English bank will collect from the 
importer, who then can present the documents to the shipping 
company and receive his car. So far the American bank has paid 
out the amount of the sale, while the English bank has collected 
that amount. The final step in this transaction is for the Eng- 
lish bank to credit this amount to the account of the American 
bank. Now the American bank has a credit in pounds sterling 
abroad which it is willing to sell to someone who wishes to buy 
goods or services in England and who must pay for them in the 
currency of the United Kingdom. 

Transactions of this nature occur in both countries and so 
banks in each country build up claims against banks in the other 
country. Hence an American importer can pay for some English 
worsted by going to an American bank wliich has such a credit 
abroad and buying a portion of it to be turned over to the Eng- 
lish exporter. This portion which the American buys is in the 
form of a bank draft or the bank’s check on its foreign account. 
Upon receipt of this draft the Engli.shman can take it to his 
bank and obtain pounds sterling for it. Then the English bank 
deducts that amount from the American bank’s account there. 

Sources of Banks’ Foreign Accounts. — ^At any given time indi- 
viduals in the United States will have monetary claims upon 
people in other countries and foreigners, on the other hand, will 
have claims upon people in the United States. These claims 
may arise from a number of different transactions. The American 
claims abroad might arise from (1) the sale of goods and services 
to foreigners; (2) interest and dividends receivable on foreign 
securities; (3) rents and royalties receivable for the use of Ameri- 
can property by foreigners; (4) gifts and loans made by foreigners 
to Americans. The foreign claims in the United States might 
arise from any or all of these transactions if they were reversed. 



184 


THE BUSINESS SYSTEM 


i.e., interest and dividends payable on American securities held 
by foreigners, and so forth. Banks and other dealers in these 
foreign credits act as coordinating agents to allow importers and 
exporters in each country either to buy or to sell such claims in 
their own currency. 

Although we have observed that the exports and imports (as 
well as their resultant claims) tend to equalize over a period of 
time, there is no reason why they should be exactly equal at one 
point of time. In fact it would be amazing if they were exactly 
equal, for that would mean that the amounts of matured claims 
on Americans and on foreigners at ten o’clock today would happen 
to be identical. 

Rate of Exchange. — The medium of exchange in foreign trade 
is not gold, or cash, but bank drafts and commercial bills of 
exchange. The price paid or received for these drafts is known 
as the rate of exchange. In brief, the price that a large New York 
bank charges for a portion of its English pounds in the English 
bank is the rate of exchange on England or the rate on sterling. 
From the Englishman’s point of view, on the other hand, the 
number of dollars that he can get for a pound is the rate of dollar 
exchange. For example, if an Englishman has to pay for a ship- 
ment of machine tools from Remington Rand billed at $10,000, 
the rate of exchange will tell him how many of his pounds he will 
have to give to his bank to complete the transaction. If the 
rate of exchange is $4, then it will require £2,500 to make the 
payment. If the rate is $5, it will take only £2,000. 

What determines this rate of exchange? It is simply a prob- 
lem in the determination of price under competitive conditions.* 
Let us look at it from the point of view of the American. Any 
transaction in the nature of an export, such as the sale of goods 
or services, or the payment of interest or principal of a debt by 
a foreigner creates a supply of foreign exchange (claims or credits 
of the American bank deposited in the foreign bank). Anything 
in the nature of an import acts as a demand by the American, 
who must buy foreign exchange to pay the foreigner. Any 
increase in the American banks’ supply of credits abroad will 
lower the rate of exchange since the banks will be eager to sell 
some of their large unused supply. Any increase in demand for 

^ Competition is so nearly perfect that a difference of Hoc of a cent 
between two markets will be adjusted almost immediately. 
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these foreign monies will raise the rate of exchange, since the 
banks' supply is becoming relatively scarce. Picture, then, a 
constantly moving situation in which transactions between 
Americans and Englishmen, for example, originate claims on 
foreign money and counterclaims on American money. When 
the claims on foreign money for exports from the United States 
increase more rapidly than the foreign claims on American money 
for imports, the rate of exchange will fall. This decline in the 
price of the pound in terms of dollars may encourage Americans 
to spend more dollars on pounds and thus increase our imports 
from the United Kingdom. The resultant increase in imports 
would increase Englishmen’s claims on dollars and decrease our 
claims on pounds, and eventually would send the pound exchange 
back up again. 

Limitations on Exchange Fluctuations. — If two trading coun- 
tries are both on a gold standard which allows for the free move- 
ment of gold across international boundaries, the rate of exchange 
will fluctuate only between quite narrow limits. In such a case 
there will be a definite par of exchange, which is simply a ratio 
between the amounts of gold in the two standard monies. If the 
English pound were equal to five times as much gold as the 
American dollar, then the par of exchange would be $5. This 
par would not necessarily be the rate of exchange at any particular 
time, but the rate of exchange would be limited in its fluctuations 
about this par. Since businessmen contrive to pay their debts in 
the least expensive way, they will pay with bank drafts when 
bank drafts are cheaper than gold and they will ship gold when 
gold is cheaper than drafts. Thus the cost of shipping gold will 
set the limits to the fluctuation of the rate of exchange. If, for 
instance, the American importer wanted to pay for an import 
of antimony worth £100,000, he could make the payment either 
by purchasing and shipping gold (price of gold plus insurance and 
freight) or he could buy bank drafts at the going rate of exchange. 
Thus when the rate of exchange is higher than par plus the cost 
of shipping gold, gold will be exported, and when the rate is lower 
than par minus the cost of shipping gold, gold will be imported. 
As soon as the exporting point is reached and importers turn to 
the use of gold, however, the demand for foreign exchange falls 
off and the rate of exchange moves back once more to par. There- 
fore little gold is used in payment, even when two countries are 
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on gold standards, and the supply and demand for foreign 
exchange determine the actual rate of exchange within the 
shipping-cost limits. 

If one or both of the countries under consideration are on an 
inconvertible paper standard, the rate of exchange is determined 
in the same fashion, namely, by supply and demand. Since 
paper money cannot be converted into gold, however, there is 
no gold par of exchange' and so there are no definite gold-shipment 
limits to fluctuations in the rate of exchange. 

A third condition of foreign exchange fluctuation obtains when 
one or both of the countries involved attempt to stabilize the 
exchange rate at any particular point. If the English government 
wished to encourage her exporting business, for instance, she 
might set up a stabilization fund for such a purpose. The govern- 
ment’s procedure would be to use the stabilization (or equaliza- 
tion) fund for the purchase or sale of sterling exchange at a fixed 
price in the domestic currency, t.c., the government would buy 
pounds when the rate was too low and would sell them when the 
rate was too high. ^ This active control by governmental agencies 
can be used to stabilize the exchanges at any rate desired as long 
as the stabilization fund is solvent. There are, of course, limits 
to the height and depth of such stabilization procedure at which 
no international trade will take place in a given direction. Thus 
practical exchange control .seeks to minimize undesirable fluctua- 
tions, since it must permit the long-time balance of exports and 
imports necessary to a continuation of foreign trade. 

Relationship between Price Levels and Foreign Exchange 
Rates. — A common misunderstanding exists concerning the rela- 
tion between price levels and the exchange rates. It is often 
said that the rate of exchange between two countries on paper 
standards normally will be at the ratio of the purchasing powers 
of the two monies and that the price levels of the two countries 
will correspond to this exchange ratio. This theory assumes that 
the prices of goods w’hich enter into international trade fluctuate 
in accordance with the general price level, but this equivalence 
is not actually the case. The rate of exchange can express a 
ratio between the purchasing power of the respective monies only 

‘ This procedure was followed by the United States government, the 
British government, and other large governments with some stabilizing 
effect in 1988. 
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for those goods which are exported and imported, and the prices 
of these goods need not fluctuate with the general price level. 
The general price level in fact has very little influence on this 
exchange ratio. It should be observed also that interest rates 
and the flow of capital, especially short-term capital, will prevent 
the rate of exchange from being an exact ratio of the purchasing 
power of the monies even in regard to goods entering into inter- 
national trade. 

There is, of course, some relationship between the prices of 
goods internationally traded and the prices of goods sold only 
domestically, but it need not be a direct relationship. Changes 
in the demand curves and costs curves for goods exported may 
cause fluctuations in their prices, may change the conditions of 
competition, may redirect a portion of the national income from 
other goods, and may cause a change in the general proportion 
of the factors of production utilized both at home and abroad. 

Therefore, we must consider the principle of international 
trade in this connection to be as follows: there is no direct con- 
nection between exchange rates and general price levels. There 
is a direct connection between the rate of exchange and the prices 
of goods entering into international trade, but even in this latter 
situation interest rates, new products, and changes in costs and 
demand schedules may prevent the rate of exchange from express- 
ing the exact purchasing power parity between the two monies. 

Role of Banking in International Trade. — Banks perform an 
important series of functions in transactions between persons in 
different countries. In fact, since foreign trade is carried on by 
means of credit instruments, the bank is an institution that is 
essential to foreign trade. These references to banks do not 
include all the banks within a country, but refer to those large 
banks usually situated in the leading trade and financial centers 
of the respective nations. Some of the many functions performed 
by these banks may be listed as follows: (1) as dealers in foreign 
exchange, they act as middlemen to bring together the buyers and 
sellers of different foreign monies; (2) as bookkeeping establish- 
ments, they keep records of the supplies of these monies and the 
amount of transactions in them; (3) as dealers in short-term 
investments, they keep rates on a given money at equilibrium in 
the different foreign exchange markets; (4) as dealers in credit, 
they advance funds to domestic exporters by discounting time 
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bills before they are due, and thereby furnish an addition to the 
supply of monetary purchasing power; (5) as handlers of interna- 
tional accounts, they balance accounts between banks and thus 
direct much of the flow or earmarking^ of gold; (6) as independent 
markets for short-term funds, they handle and often influence the 
flow of capital between countries. 

Most of these functions are readily understood in view of what 
has been said above concerning international finance. When 
banks act as markets for short-term funds, however, the way in 
which their activities may affect exchange rates requires further 
discussion. If the short-term interest rate (bank rate) is higher 
in New York than it is in London, for instance, there will tend to 
be a flow of short-term money into New York. Such a change in 
the bank rate affects the foreign exchange market in two ways. 
First, this attractive rate increases the supply of foreign monies 
available for investment and strengthens the dollar on the 
exchanges. It also may cause the prices of long-term securities to 
decline and so eventually increase the number of purchases of 
American bonds by foreigners. This activity ultimately will 
strengthen the dollar on the exchange. Second, this high rate 
may deter American businessmen from using time bills in their 
foreign transactions and so may decrease the amount of monetary 
purchasing power available at the time. To the extent that this 
decrease in purchasing power affects the prices of exportable 
goods, there will be a decrease in their prices and perhaps eventu- 
ally an increase in the amount exported. 

Problems of Payment of a Large International Debt. — In a 
world characterized by increasing nationalism and the attendant 
self-sufficiency programs, the export and import of goods are 
increasingly difficult. The new exporting technique is the export 
of capital. Such investments often take the form of a flow of 
equipment across international boundaries. A large exporting 
business in the United States may find it difficult to ship goods 
into Canada, for instance, because of the tariff wall and therefore 
may invest capital in a plant on the other side of the Canadian 
Vjorder to produce inside the Canadian tariff wall. This ship- 
ment of capital is not a new development, for it was the importa- 

* Earmarking is an economy procedure whereby gold is not shipped but is 
merely marked as belonging to a bank in another country. This saves cost 
of transportation. 
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tion of capital from Europe which was largely responsible for the 
growth of the United States. It has obtained increasing signifi- 
cance in this period of high tariffs, however, not only because it 
is a means of financing exports but also because the high tariffs 
make it increasingly difficult to repay such investments. 

Since the World War, and partly as a result of that conflict, the 
United States has become a creditor nation. A creditor nation 
is one that has more accounts receivable from foreign individuals, 
corporations, and governments than its own individuals, corpora- 
tions, and government owe to others. So far as the origin and 
problems involved in these debts are concerned, they are all quite 
similar. They differ chiefly in their form and in the parties 
involved. In order for businessmen in the United States to 
continue to make large sales to Europe after the war, they had to 
follow the same policy that the United States government fol- 
lowed in “selling” goods to European nations during the war — 
namely, to sell the goods on credit. Our foreign selling, like our 
installment selling, has been a method of getting goods into pur- 
chasers’ hands when they are unable to pay for them in cash at 
once. 

This extension of credit is a fairly simple problem. All the 
loaning government or businessman has to do is to ship out the 
goods and import the promises to pay. The purchasers get 
the goods they want and there is little difficulty until it is time to 
pay interest on the loan or to repay the principal. Keep in mind 
that there are only three forms o( payment that are satisfactory 
to the creditor, namely, goods, services, or gold. The person or 
government which is about to make a payment or a loan must do 
two things: (1) obtain the goods, services, or gold; and (2) get 
them into the country that has extended the loan. In other 
words, the creditor country must import a value of goods equal 
to the amount of debt to be paid in order that the foreigner will 
have claims on enough purchasing power in the creditor country 
to make the payment. Since the United States does not wish to 
import large amounts of services by foreigners, and since for- 
eigners do not, in general, have large amounts of gold, the only 
way for them to acquire that claim on American dollars is to 
sell foreign goods in the United States. The United States tariff 
prevents this practice to an effective degree. To illustrate this 
point let us turn our attention to the Allies’ debts to the United 
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States as the result of loans made to finance the conduct of the 
World War. 

AUied Debts. — The Allied governments owe the American 
government about 10 billion dollars. Most of this sum was 
expended in the United States by the Allies in the purchase of 
goods which were exported to Europe to aid in the conduct of 
the war. Without considering the interesting problem of whether 
or not the Allies should pay these debts, or even whether or not 
they intend to pay them, we turn to the problem of whether or 
not they could pay them. This problem involves two parts. 
The first is whether the government of France, for example, can 
tax the people of France to obtain a sufficient amount of francs 
which, if translated into dollars, would pay the debt owed. The 
second part of the problem is whether the French government 
can buy enough dollars with these francs to pay the debt. 
Remember the American government, as well as the American 
businessman, wants dollars and not foreign money when payment 
is made. Of course, these francs could be put on deposit in a 
French bank and then reinvested in France. In that case, the 
United States is importing another batch of securities, but the 
day of reckoning is merely postponed. In order for the French 
government to be able finally to repay the debt, it will be neces- 
sary for the French exporters to ship goods into the United States 
or for Americans to make large expenditures for French services. 

It would have been less difficult for France to have paid a 
portion of her debt to the United States before the depression 
got under way. During the twenties American tourists were 
spending large sums in France, and these expenditures created 
many millions of dollars of balances which Frenchmen had avail- 
able in United States banks. This export of goods and servi(!es 
would give the Frenchmen claims on dollars in the United States 
banks. Then the French government could purchase these 
claims with the francs it had acquired through taxation and turn 
the dollar claims over to the United States government in pay- 
ment of the debt. However, the depression, with its customary 
effect on expenditures for luxuries, greatly curtailed the French 
export of goods and services and thus reduced the balances avail- 
able for debt payments. 

Effects of Debt Payments. — Although the difficulties involved 
in paying such large international debts are evident, we neverthe- 
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less may examine the effects if such a debt were paid. The pay- 
ing country must obtain an excess of exports of goods over imports 
of goods. This procedure is aided somewhat by the fact that 
the taxation of the government in raising the funds may decrease 
the money in circulation and so may lower prices. This event 
would encourage foreigners to buy more goods in the debtor coun- 
try. We have pointed out, however, that this effect would follow 
only if the prices of exportable goods fell and if a corresponding 
increase in credit from other sources did not occur in the debtor 
country. Conversely, of course, an increased purchasing power 
would be available in the receiving country from the release of 
the claims held by foreigners in the United States banks. An 
increase in the discount rate of the debtor country and a decrease 
in the discount rate of the creditor country may assist this price 
level change. The payment of the debt would increase our 
imports of goods and decrease our exports of goods, unless the 
higher discount rates encouraged an outflow of short-term credit 
to the debtor nation. During this period of payment the foreign 
exchange rates would rise as the demand for imports increased. 

Effect of the Devaluation of the Dollar on Exchar^e Rates. — 
On January 31, 1934, the President of the United States, under 
the powers granted him in the Thomas Amendment, reduced the 
gold content of the dollar (see Chap. VII). There were two main 
features of this action which interest us at this point. First, its 
immediate effect on the exchange rates was to raise the foreign 
rate or to weaken the dollar on the exchanges. In so far as gold 
standard countries were concerned, the relative weights of the 
standard monies changed considerably. The theoretical par of 
exchange with Great Britain, for instance, rose to $8.2397 from 
the former par of $4.8665. The second feature of this reduction 
of the gold content of the dollar was its effect on the flow of trade 
between the United States and other countries. From the point 
of view of the American purchaser of goods abroad, this reduction 
of the dollar to 59 percent of its former gold content had the effect 
of an increase of 69 percent in the tariffs on imported goods, 
except on goods from countries which also had depreciated their 
money in terms of gold. 

When we say that it had the effect of an additional tariff, we 
do not mean that the tariff rates actually were raised, but that it 
was increasingly difficult to obtain goods from abroad. In other 



192 


THE BUSINESS SYSTEM 


words, after the devaluation it took more dollars to buy claims on 
foreign money than it did before. Thus the same amount of 
American money purchased 41 percent less abroad than it did 
before this reduction in the gold content of the dollar. The 
condition was temporary, however, since the increase in American 
exports relative to imports acted as a force to bring the foreign 
exchange rate downward. This result, accompanied by rising 
prices in the United States and the reduction of tariff barriers 
through reciprocal trade agreements, tended to encourage imports 
again and so offset the immediate effects of the change in the gold 
content of the dollar.^ 

There were other significant international repercussions to this 
policy so far as gold standard countries were concerned. An 
outstanding problem involved the monetary systems of the gold 
standard countries, since the increased price of gold in the United 
States tended to attract gold out of their banking systems into 
the United States and thus made it increasingly difficult for them 
to stay on the gold standard. 

Note. See problems and references at end of Chap. XI. 

^ It should be observed at this point that there was some encouragement 
of imports even before the price changes and tariff reductions. These 
imports were largely raw materials for the purpose of building up inventories 
in anticipation of further devaluation of the dollar. The uncertainty regard- 
ing future governmental policy prompted this importation. Also it should 
be kept in mind that the rising prices referred to were not necessarily the 
result of the devaluation of the dollar, for it had little influence on the price 
level. The government spending program, through PWA, etc., was per- 
haps the main influence on the general price level. 



CHAPTER XI 

INTERNATIONAL TRADE AND FINANCE (Continued) 
in. FOREIGN TRADE POLICY 

The foregoing analysis of the somewhat intricate mechanism of 
international trade has not accounted for the ways in which it is 
curtailed and influenced by the machinery of government. Since 
the economic advantages of specialization and large-scale produc- 
tion are evident, the unsophisticated person might expect the 
peoples of the various countries to give every encouragement to 
foreign trade. With its increased scope of competition and its 
wider markets, foreign trade certainly would compel manufac- 
turers to produce for sale those things for which they were best 
equipped. Under such conditions, it would be reasonable to 
expect the productivity of both men and machines to be greater 
in terms of use-values than when trade is restricted by artificial 
barriers. However, to expect people to allow for such freedom 
is to assume that they set up efficiency and maximum output as 
the goal they wish to reach. Such an assumption is far from fact. 
The motivating force which directs most businessmen’s behavior 
is personal profit, and profit for themselves frequently is based on 
scarcity and not on efficiency. Therefore, even though indi- 
viduals may accept as desirable the huge tree trade market con- 
tained within the boundaries of the United States, they are 
unwilling to extend that free trade market beyond the national 
border. 

We must treat the problem of human restrictions to foreign 
trade as a practical problem. The current policies in foreign 
trade are not based on a desire to obtain a higher standard of 
living for the majority within the United States. They are deter- 
mined and defended by a minority for the higher standard of 
living of that minority, at the expense of a lower standard for 
the majority, A tariff on sugar, for example, becomes the law 
of the land as a result of the logrolling and lobbying of the sugar 
producers so that certain persons may obtain a higher price for 
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their sugar, yet such legislation is to the disadvantage of every 
consumer of sugar in the United States. 

Mere indictment of trade barriers is but mental exercise for the 
indictors. We cannot make scientific plans for changes in for- 
eign trade policy untU we have learned all that we can about its 
operation and effects. It is necessary for us to make certain in 
our own minds, when we come to make such suggestions, just 
what goals we wish to set up for the industry of our nation. 
Do we want a policy which exploits the majority of consumers 
and nets large profits for a few bankers and businessmen, or do 
we want a more equitable distribution of a larger national 
income? 

Trade Barriers. — The tariff is the most generally used and best 
known of the man-made obstacles to a free flow of trade between 
countries. A tariff is a tax on commodities entering one country 
from another country. As a condition of entry the government 
demands payment of the tax by the persons importing the goods. 
Not only is the tariff a tax, but it is a tax paid by the people in 
the country which imposes the tax. In other words, the levying 
of higher tariff duties by the United States government means 
higher taxes on the people of the United States.^ It is well to 
keep this fact clearly in mind to avoid the possibility that one’s 
patriotism may becloud the issue should one believe that, after 
all, the tariff burden falls on the foreigner. 

The position taken by our courts on the tariff issue is that to 
discriminate against importers is “American.” In fact, judges 
have stated on many occasions that Americans have a right to 
export goods — ^to ship wealth out of the country — but that they 
may import goods — bring wealth into the country — only because 
the government grants them such a privilege. 

^ The principles of tax shifting apply to the tariff as they do in any case 
of indirect taxation. The amount of the tax that is shifted will depend 
upon the elasticity of demand for the product as well as on the conditions of 
production both at home and abroad. It happens at times that the price 
for a commodity protected by an additional tariff duty may not rise in the 
domestic market by the full amount of the tax. Under such conditions, 
the foreign producer, who has expanded his industry to serve part of the 
American market, may have to pay part of the tariff in reduced profits since 
he cannot decrease production without greatly increasing his unit costs. 
(See Chap. XXV for a discussion of the shifting and final incidence of 
taxation.) 
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United States Tariff. — From its inception the United States ha.s 
had tariffs against imported goods. At first, the use of this 
government-enforced restriction to trade was defended on the 
dual grounds of revenue and of protection to domestic industry. 
In more recent times only the latter argument has been of much 
significance. 

In order that we may have some understanding of the nature 
of this tax law before we attempt to evaluate it, let us turn 
our attention to a few of its technical features. The tariff in 
force at present is the Smoot-Hawley Tariff, or Public Law No. 
361.^ This tariff, as a series of taxes on imports, is drawn up 
with four titles or parts : 

Title I. Dutiable list. 

1. Chemicals, oils, and paints (97 paragraphs). 

2. Earths, earthenware, glassware (36 paragraphs). 

3. Metals and manufactures of (98 paragraphs). 

4. Wood and manufactures of (12 paragraphs). 

5. Sugar, molasses, and manufactures of (6 paragraphs). 

6. Tobacco and manufactures of (5 paragraphs). 

7. Agricultural products and provisions (83 paragraphs). 

8. Spirits, wines, other beverages (15 paragraphs). 

9. Cotton manufactures (24 paragraphs). 

10. Flax, hemp, jute, and manufactures of (23 paragraphs). 

11. Wool and manufactures of (22 paragraphs). 

12. Silk manufactures (11 paragraphs). 

13. Manufactures of rayon, other synthetic textiles (13 paragraphs). 

14. Papers and books (13 paragraphs). 

15. Sundries (59 paragraphs). 

Title II. Free list (114 paragraphs). 

Title III. Special provisions. 

Title IV. Administrative provisions. 

In the dutiable list are found two types of customs duties, i.e., 
the specific duty and the ad valorem duty. The specific duty is 
a fixed sum of money to be paid on some stated unit or quantity 
of a commodity, for example: “Paragraph 310. Sheets or plates 
of iron or steel, etc., 1 cent per pound.” The ad valorem duty, 
on the other hand, is a fixed percentage of the value of the 
imported article, for example: “Paragraph 320. Electric stor- 
age batteries and parts thereof, etc., 40 percent ad valorem.” In 

> With some modifications examined under the treatment of reciprocal 
trade agreements, pp. 201 to 203. 
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some cases, imports are taxed with a combination of these two 
types of duties, for example : “Paragraph 358. Safety razors, etc., 
10 cents each and 30 percent ad valorem.” 

Principles of Tariff Making. — This brief introduction to the 
form of the tariff indicates how complicated a matter it is, a 
complication which arises out of the mere difficulty of classifica- 
tion of the multitude of products which enter into trade and the 
determination of rates on each of these many items. The forces 
which make tariff writing even more complex and chaotic are those 
which influence the inclusion of these items and rates. Ask 
yourself how a tariff comes to be. How does it take the form it 
does? You will find that each separate item in the tariff is pro- 
posed and lobbied for by the producers of that particular product. 
In other words, small minority groups each contribute their little 
portion to the patchwork which becomes the tariff law. If you 
are producing steel rails, you want to eliminate as much competi- 
tion from other producers of steel rails as possible. Therefore 
you may approach other American producers of rails and arrange 
some sort of price agreement with them; then, with your interested 
and newly found friends, you may approach the members of 
Congress to persuade them that elimination of your foreign com- 
petitors would be for the good of the United States. Of course, it 
would be difficult to persuade the people who buy steel rails that 
it is for their good that they pay higher prices for rails, yet such 
is the way in which the tariff comes into being. 

Tariff making appears to be largely a matter of cajolery, 
bargaining, influence, and compromise by vested interests to 
obtain protection for their individual products. And so it is. 
However, some lip service is paid to the principle of equalization 
of costs at home and abroad when it comes to a matter of fixing 
the tariff rates. The idea here is to set the tariff rate so that it 
will raise the price of the foreign commodity up to the domestic 
cost of producing the product. Since no two producers, either at 
home or abroad, have the same costs of production, such an equa- 
tion becomes rather meaningless from a scientific point of view, 
but a businessman’s translation of this principle is to set the 
tariff so that it will equalize the costs of the most efficient pro- 
ducer abroad and the least efficient producer at home. This 
rate may be sufficiently high to encourage increased investment 
in a particular business in the domestic area. Thus the unit 
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costs of production may be increased by allowing more inefficient 
producers to enter the field, as well as allowing the more efficient 
to extend their production farther past the point of lowest unit 
cost. Then there is a new demand upon Congress to raise the 
tariff to equalize the costs again. 

Tariffs for Revenue. — Tariffs are no longer especially significant 
as sources of revenue to the federal government. There are three 
main reasons for the decline of customs duties as revenue pro- 
ducers. First is the increase in other forms of taxation as sources 
of revenue. In the first 20 years of United States history, from 
1790 to 1810, customs duties brought in 90 percent of the total 
revenue of the federal government. In the last 20 years, customs 
duties supplied but 9 percent of the federal income. Second is 
the increase in tariff rates themselves. As the rates are raised, 
trade tends to decline and so less customs duties may be collected.^ 
Third is the increasing cost of collection of these customs duties 
with the result that the net yield of a tariff tends to decline. 

Revenue is obtained from customs duties only when the tariff 
is not so high that it keeps goods out of the country. The more 
protective a tariff becomes, the less important it tends to be as a 
revenue measure. The desirability of tariffs for revenue pur- 
poses, therefore, is a problem to be analyzed under the subject 
of public finance for it is a problem of weighing the advantages 
and justice of indirect taxes as compared with direct taxes. The 
customs duty, as a tax, is an indirect or “hidden” one in the 
main. 

Tariffs for Protection. — The purpose of tariffs as restrictions 
to the flow of trade is to protect the domestic producer from 
competition from the foreign producer. As a tax, the tariff is 
discriminatory, for it falls on some commodities in some places 
and not on others in other places. Since the international trade 
of the United States is only 5 to 10 percent of our total trade, 
some persons say it is not of sufficient importance to demand 
much consideration. The apparently minor role played by for- 
eign trade is due in part to the existence of the tariffs which cur- 
tail this trade, but even 5 percent of our trade may mean the 
difference between profit and no profit for many producers. 

^ A perfectly protective tariff means a complete prohibition of imports 
of the commodities protected. In such a case, the tariff would bring in no 
revenue at all. 
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Any factor which affects the amount and nature of goods offered 
for sale, the conditions of producing these goods, and the amount 
and nature of the demand for these goods is a potent force in 
determining the price structure of an economy. If this factor 
also decreases or intensifies competition, it deserves special atten- 
tion as a price-determining force. The protective tariff is such 
a factor. It must be recognized, however, that the customs rates 
alone are not responsible for the entire power of the tariff to affect 
the price structure. The administrative features of the customs 
provide an attendant and additional group of forces which lend 
weight to the role of the duties themselves. In fact, as will 
be illustrated later,* different methods employed in administering 
a tariff may greatly increase or decrease the amount of protection 
which the tariff schedule affords. 

The protective tariff, in operation although not always in 
intent, acts to keep some goods within the nation as well as to 
keep others out. Trade barriers reduce exports as well as imports 
and so even may prevent exportable goods from ever coming 
into existence within the economy. That means, of course, that 
the existence of a tariff changes both the total quantity of goods 
and the quantity of particular goods which are sold within the 
economy. Tariffs affect the total supply of and demand for goods, 
and any change in the total quantity of use-values exchanged 
within the nation means a change in purchasing power and prob- 
ably a change in the standard of living. 

A given protective tariff causes a distribution of the factors of 
production different from that which would exist under some other 
tariff or under free trade. Thus the eflSciency and the prices of 
the factors arc affected. Costs of production not only are a source 
of high tariff arguments but also are different because of the tariffs 
themselves. This problem can be pushed on back to the effect 
on the distribution of income to the owners of these factors and 
through these persons to the demand on the market for all com- 
modities. In pursuing this matter, one finds that the imposition 
of a tariff not only may change the cost of the marginal unit of 
the output of an industry but also may shift the entire cost curve 
either to the right or to the left. Also the elimination of foreign 
importation through higher tariffs may cause both the position 

* See p. 199. 
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and the slope of the demand curves for certain goods to change. 
It may be noted, in addition, that this tax barrier may affect 
prices through its influence on the amount of profits made by 
protected industries. Some industries which are now making 
net profits would not be producing at all and others would be 
producing more were it not for protective tariffs. 

Administrative Features of the Tariff. — A generally overlooked 
but nevertheless potent phase of protective technique acts along 
with the customs duties themselves. It is convenient to group 
these more disguised protective measures under the title of admin- 
istrative protection. Here we find that the administration of 
customs formalities, rules regarding marks of origin, veterinary 
and sanitary regulation, food and drug regulations, laws con- 
cerning the assessment of ad valorem duties, and the process of 
classification of imports all contribute to the national policy of 
controlling the flow of goods in international trade. Instances 
can be cited where the charges for the formalities at the customs 
border have more than doubled the ad valorem equivalent of 
the statutory tariff rate. In many countries the slogan of “pub- 
lic health’' has been used to justify actual prohibition or dis- 
crimination in regard to imports of foods and similar products. 
Frequently the enforcement of these regulations against imports 
is much more strict than similar regulations affecting domestic 
commodities. Another, but quite different, form of adminis- 
trative protection arises out of the technical problem of classifying 
goods for entry into the country. The gamut of “commercial 
designation,” “legislative intent,” “chief use,” or “in chief value 
thereof” must be run, and during such procedure imports may 
be held up indefinitely. In fact, the uncertainty involved in the 
awaited decision, as well as the cost of bond, and so forth, may 
inhibit importation more effectively than if an even higher but 
certain rate had been applied in the first place. 

The Case of Protective Tariffs vs. Free Trade. — We now turn 
to a further evaluation of the case for and against the policy of 
governmental restrictions on foreign trade. The case for no 
tariffs or even for lower tariffs has already been presented. It 
is, in brief, that freer trade allows for more specialization in the 
activities for which the people and resources of a nation are best 
fitted. This specialization leads to greater efficiency which in 
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turn means lower unit costs and a greater output per man. A 
greater production within an economy permits a higher material 
standard of living. 

The arguments for protective tariffs are many and varied. 
Some of them no longer have political significance and so may be 
disregarded. A few of them deserve some attention and evalua- 
tion. One is the argument which favors tariffs for the protection 
of infant industries, asserting that a new industry in a country, 
if it is to grow, must have some protection until it can expand 
its sales and scale of output and until it attains a position of 
efficiency arising out of large-scale production methods. This 
argument has some justification in so far as it applies to a new 
industrial country and in so far as the protection given is for an 
industry which ultimately will become as efficient as its foreign 
competitors. However, keeping in mind the fact that the tariff 
rate obtained for this infant’s protection was acquired by lobbying 
and minority pressure by the owners of the industry, it is obvious 
that it would be diffcult to remove that protection after the 
industry had become mature and thus had attained still greater 
political power. 

Another argument used to support a tariff arises out of the 
desire for self-suffciency. This one is largely a military argu- 
ment. A tariff, if high enough, will force the people within a 
country to produce the basic necessities themselves and thus they 
will be prepared in case of war to supply the country with its 
needs. ^ Certainly such an argument can be maintained by those 
who place self-suffciency above a higher standard of living. We 
learn from the German experience regarding the production of 
nitrates and other war essentials, indeed, that a policy of self- 
sufficiency encourages a nation to study new methods of produc- 
tion and to seek new uses for other commodities to make up for 
the deficiency in regard to certain raw materials. Scarcity thus 
may act in some cases as the mother of invention and ingenuity. 
Although this self-imposed scarcity may encourage such develop- 
ments, however, it does so only at a tremendous cost to general 
welfare. 

Frequently it is maintained that the United States must have 
high tariffs to protect its laborers. This argument is the one 
commonly used by protectionists. It asserts that the high wages 

^ See list p. 181 . 
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in the United States are due to the existence of the tariffs and 
that a removal of these tariffs would force wage rates down to 
the level of wage rates in other countries. No more insidious 
and fallacious argument could be brought forward. First of all, 
ask yourself why the industrialists in the United States pay 
higher wages than are paid in other countries. Since American 
businessmen are not likely to be more generous than foreign busi- 
nessmen, there must be some reason other than philanthropy for 
these higher payments. Is it because labor is more completely 
unionized than in other countries? Obviously not. American 
workmen receive higher wage rates because an individual laborer 
in the United States, working with better resources, machinery, 
and technical supervision, is more important to his employer 
than is a single foreign laborer to his employer. In other words, 
the marginal importance of a laborer often is greater in the 
United States than in other countries. In addition, it is an inter- 
esting fact that the average wages paid in non-protected industries 
are higher than in the tariff-protected industries. 

The real weakness in the high-wage argument rests upon the 
relation of wages to prices. The only way in which wages affect 
the immediate prices of goods produced is in their role as costs of 
production. As costs of production per unit of goods, the wages 
do not enter as daily wages but in labor cost per unit of output. 
In this respect, the labor cost in each unit produced in our modern 
factories is on the average considerably less than it is in other 
sections of the world. As a consequence, Germany, for instance, 
raised its tariff recently because “We Germans can’t compete 
against the high-wage production in the United States.” 

Reciprocal Trade Agreements. — Despite the logically vulner- 
able position of tariff arguments, we still have protective duties. 
However, an attempt is being made to decrease the prohibitive 
height of this customs wall through bilateral treaties. This effort 
by the present administration stands out clearly by contrast with 
the general trend toward national self-sufl&ciency in the world 
today. The Reciprocal Trade Agreements Act was signed by 
the President on June 12, 1934, and almost immediately there- 
after negotiations were initiated with a number of other countries. 
This act authorized the President to negotiate trade treaties 
which may alter the duties in the 1930 tariff act by no more than 
50 percent. The avowed purpose of the act is that “ of expanding 
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foreign markets for the products of the United States. . . . 
Whenever he finds as a fact that any existing duties or import 
restrictions of the United States or any foreign country are unduly 
burdening and restricting the foreign trade of the United States 
. . . [the President] is authorized from time to time to enter into 
foreign trade agreements with foreign countries or instrumentali- 
ties thereof. . . 

Since the United States was already a party to twenty-nine 
trade treaties which contained the provision that the United 
States must extend the favors granted in these treaties to 
other nations — i.e., unconditional most-favored-nation clause — 
it seemed advisable to conclude these new trade agreements on 
the same basis. Thus the trade agreements extend the conces- 


Tabubj 12. — Trade Agreements Concluded by November 2, 1936 
Country PJffective date 

Belgium May 1, 1935 

Brazil January 1, 1936 

Canada January 1, 1936 

Colombia May 20, 1936 

Costa Rica Not yet effective 

Cuba September 3, 1934 

El Salvador Not yet effective 

Finland November 2, 1936 

France, and its colonies, dependencies, and 

protectorates other than Morocco June 15, 1936 

Guatemala June 15, 1936 

Haiti June 3, 1935 

Honduras March 2, 1936 

Netherlands, including Dutch East Indies, 

Dutch New Guinea and Dutch West 

Indies F'ebruary 1, 1936 

Nicaragua October 1, 1936 

Sweden August 5, 1935 

Switzerland February 15, 1936 


sions granted to any one country to all other nations except 
those which specifically discriminate against the United States 
in their trade policies. At first glance it would seem that the 
United States was granting more favors than it received. The 
concessions which have been made, however, have applied almost 
solely to those products in which the interested parties are the 

* An Act to Amend the Tariff Act of 1930, Public Law No. 316, 73d 
Congress (H. R. 8687), June 12, 1934. 



INTERNATIONAL TRADE AND FINANCE 


203 


chief sources of supply. The specific effect is to lower tariff rates 
on particular products, while the general effect is to encourage 
the use of the unconditional most-favored-nation clause and to 
discourage discrimination throughout the world. 

Since many factors affect the flow of trade, it is difficult to 
judge the effects of these reciprocal trade agreements, but some 
possible results of the program may be indicated. In view of the 
creditor position of the United States, this lowering of import 
barriers has encouraged the entrance of imports into this country. 
The fact that the greatest increases in imports have appeared in 
those goods which were affected by the trade agreements would 
seem to be prima facie evidence that the trade agreements have 
been accomplishing their purpose. Not only have these reduc- 
tions in tariffs increased the flow of trade in particular items but 
also they have aided in the flow of goods not inhibited by tariffs, 
for additional purchasing power has been made available to for- 
eigners for the purpose of buying other goods. 

Numerous complaints by large industries that these tariff 
reductions have greatly increased their competition and have 
hurt their business are in the main misleading. The American 
Iron and Steel Institute complained, for instance, that imports 
of iron and steel products on which duties were lowered by the 
Belgian agreement had increased by about 175 percent; yet this 
industry exported almost twcuity times as much as was imported 
in these products during the same year. Certainly such an 
industry stands to gain more than it would lose from decreased 
tariff barriers throughout the world. 

Trade Polic}' for the Future. — The reciprocal trade agreements 
are encouraging for those who approach the problem of interna- 
tional trade policy from the point of view of advantages to society 
as a whole rather than from the point of view of certain special 
interests. Still, they do little more than scratch the surface and 
perhaps slow down the trend toward still higher tariff walls. In 
a society organized for conflict rather than cooperation, these 
bilateral agreements are but a step in the direction of social 
benefit. 

What should the future policy be? What are the alternatives? 
We have as one choice the policy of increasing our isolation from 
the rest of the world by means of higher tariffs, quotas, and 
outright prohibitions. This program, of course, would mean a 
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decrease in efficiency and an increase in permanent government 
production controls in our export industries, similar to those we 
now have in agricultural products. 

Table 13. — Effects of Reciprocal Trade Agreements, Januart-Jonb 

1936* 

Total Exports; Imports for Consumption 
(In Thousands of Dollars) 



U. S. Exports 

U. S. Imports 

% Increase 


1935 

1936 

1935 

1936 

Ex- 

ports 

Im- 

ports 

Total 

$1,024,111 

$1,154,141 

$984,361 

$1,162,017 

12.7 

17.0 

Total 6 agreement countriesj 

254,076i 

288,583 

268,. 339 

341.623 

13.6 

27.3 

All other countries 

770,035 

865,668 

716,119 

810,394 

12.4 

13.2 

U.S.S.R 

9,538 

20,822 

7.895 

11,095 

118.3 

40.5 

All other countries excluding 
U.S.S.R 

760.497 

844,736 

708,224 

799,299 

11.1 

12.9 

Cuba§ (6 mos.) 

28,138 

33 , 138 

56,908 

86,067 

17.8 j 

49.6 

Belgiumll (4 mos.) 

17,090 

18,754 

10,969 

17.019 

9.7 ! 

65.2 

Haitilf (5 mos.) 

1,240 

1,.528 

412 

717 

23.2 

74.0 

Sweden (6 mos.) 

17,283 

IS, 349 

16,383 

20,677 

12.0 

26.2 

Canada (6 mos.) 

158,438 

182,773 

129,864 

169,767 

15.4 

23.0 

Brazil (6 mos.) . . 

21 ,866 

24 , 209 

47.395 

49,306 

10.7 

4.0 

Honduras** (4 mos.) . . 

1,772 

1 , 743 

2,627 

2.281 

1.6t 

13. 2t 

Netherlandsft (5 mos.) 

20.200 

21,415 

15,261 

17.941 

6.0 

11.0 

Netherlands Indiatt (6 mos.) 

4 , 532 

5,132 

20,952 

25 , 605 

13 2 

21.7 

Switzerlandtt (4 mos.) 

2,656 

2,482 

4,620 

6,488 

6 6t 

40.4 


* Statistics from U. S. Department of C^ommerce, Monthly Summary of Foreign Commerce 
of the United States. 
t Signifies decrease. 

t With which agreements were effective on or before January 1, 1936: Cuba, Belgium 
Haiti, Sweden, Canada and Brazil 

5 For first 6 months of 1935, cornpaied with 1934, IT, S exports increased 30.1 per cent; 
imports rose 29.3 per 

II Agreement effective May 1, 1935; figures are January through April. 

% Agreement effective June 3, 1935; figures are January through May. 

** Agreement effective March 2, 1936; figures are March through June, 
tt Agreement effective February 1, 1936; figures are February through June, 
tl: Agreement effective February 15, 1936* figures are March through June. 


On the other hand we can maintain a protective policy but 
shift the burden of it from the purchaser of imported goods to 
the general taxpayer on the theory that protection benefits the 
nation as a whole. This procedure requires the removal of tariffs 
and the granting of government subsidies to those companies that 
are unable to compete with foreign producers. The bounty 
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method is preferable to the tariff in several respects. In the first 
place, only the companies which could not compete would get the 
government payment. Thus the unearned incomes which the 
more efficient plants obtain under the blanket tariff protection 
would disappear. In the second place, the cost of the protec- 
tion would not hit the consumer indiscriminately through higher 
prices as it does with the tariff. This subsidy method would be 
more unpopular than the tariff, of course, since it would be so 
obvious that the protection afforded the favored industry or 
company represented a cost to the public. The tariff cost, which 
is hidden in the final consumer’s price, is not so easily noticed or 
understood. 

As a third alternative we could lower the tariffs gradually 
according to some definite plan and in accordance with certain 
definite principles. Such a plan might be outlined as follows. 
A commission, composed largely of engineers, accountants, and 
economists, would be created to study the problem and would 
be empowered to act upon the results of its study. The purpose 
of the study would be an analysis of the costs of all industries 
concerned with international trade in an attempt to determine 
the actual and potential efficiency of these separate industries, 
and the rate at which the instrumental capital in each of these 
industries tends to turn into finance capital. This last point 
means simply that the rate at which funds are set aside for depre- 
ciation, obsolescence, and replacicment should be discovered for 
each industry. The commission then would classify industries 
in two groups; those judged efficient and those judged inefficient. 
Potential supplies of resources in the United States, as well as 
efficiency relative to foreign producers, should be considered. 

As a result of industry classification, each industry would be 
notified that the tariff on its particular product would be removed 
completely at the end of a certain number of years. The number 
of years would vary with different industries and would depend 
on the rate of turnover of the finance capital in that particular 
industry. We should find that industry A might be considered 
actually or potentially efficient. Its tariff would be removed 
either at once or gradually. Industry B would be judged ineffi- 
cient and its tariff would be removed in 10 years, say. During 
that period the funds accumulated for depreciation, replace- 
ment, and obsolescence could be invested in industries such as A 
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rather than back in industry B. Industry C might take 16 years, 
and industry D only 5 years. 

Thus we would protect the present investors in those industries 
which ultimately are doomed until they could recover their 
funds through the normal course of biisiness. At the same time, 
the efficient industries would receive additional capital investment 
for expansion, since their markets would be growing. This is at 
best a brief outline of the principles of a tariff program, and its 
success would depend in large part on the competency of the 
commission of experts who would carry it out. It has at least 
the advantage of being ultimat(‘ly for the common good without 
the disadvantage of the tremendous costs which arise from sud- 
den transitions in policy. 


Problems 

70 . “If we buy steel rails abroad, we get the steel rails and the foreigner 
gets the money. If we buy the rails in the United States we have both the 
steel rails and the money.” Evaluate. 

71 . “The engineering profession in the United States tends to gain from 
the removal of restrictions to the free flow of foreign trade.” Elxplain. 

72 . “The devaluation of the dollar to 59 percent of its former gold con- 
tent acted as a 69 percent increase in barriers to imports into the United 
States.” Explain. 

78 . “The high wages paid to labor in the United States are due in large 
part to the high standard of living in the United States. The American 
tariff has been an important force in keeping this standard of living high as 
well as in keeping wages high.” Evaluate. 

74 . “If our exporting industries can becom<‘ sufficiently efficient, they can 
continue to increase their exports abroad without beiiig concerned with the 
height of our tariff barriers.” Evaluate. 

76 . Explain the relationship between the height of our trade barriers 
and the problem of conservation of our natural resources. 

76 . “Bringing into the United kStates goods made by low-paid foreign 
labor has made the depression in the Ihiited States worse.” Evaluate. 

77 . “Since the money which a Frenchman has to spend is in the form of 
francs, an American merchant must be content to niceive payment in 
francs if he expects to sell any goods in France.” Evaluate. 

78 . “A ‘favorable balance of trade’ is necessary if a country is to increase 
in wealth and power, no matter whether the country is a creditor or debtor 
nation.” Evaluate. 

79 . “The Reciprocal Trade Agreements include the unconditional most- 
favored-nation clause as one principle. This means that other countries 
can get the advantages of lower tariffs against their goods in the United 
States without making any concessions to American made goods.” 
Evaluate. 
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80 . “The welfare of the American people must be protected by higher 
tariffs — we could balance the national budget if these penurious foreigners 
would only pay us the debts they owe.” — A Congressman. Do you agree? 
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PART III 
VALUE THEORY 




CHAPTER XII 


CONSUMPTION 

The purpose of all economic activity is the satisfaction of wants 
Men do not labor indefinitely for the mere pleasure of working. 
They are thus active largely because they wish to enjoy the fruits 
of their labor. It is for this reason that a discussion of consump-‘ 
tion precedes the treatment of production. Thus we may have 
more clearly in mind the goal of economic activity and so may 
more readily analyze the ways in which goods are produced, 
exchanged, and valued. 

Meaning of Consumption. — The study of consumption is con- 
cerned with the utilities anticipated in connection with the 
utilization of goods and services. Utility was described in Chap. 
II as the capacity of an article or service to satisfy man’s wants 
or desires. Thus consumption is an effort to experience the 
utilities which the consumer anticipated when he secured the 
commodity or service. 

A discussion of the experiences of satisfaction obtained in con- 
sumption can be undertaken only in terms of the psychological 
laws of use- value. Here is the meeting place of economics and 
psychology. From this viewpoint we consider, not the cost of 
production of an article or its sales price, but merely its ability 
to satisfy a want. If an article is useful, it has usewalue for it 
will satisfy someone’s desire. Many engineers think of value in 
terms of this concept of use-value alone. Thus they are inclined 
to say that the number of units that society ought to produce is 
the number that will satisfy all desires for the article. Such a 
position ignores cost of production and the necessity to produce 
only that number which can be sold without loss. For this 
reason, in our economy, attention usually is given to exchange- 
value, rather than to use-value. The exchange-value concept, it 
soon will become apparent, is a very different one, for it is the 
resultant of the opposing forces of use-value and of cost of 
production. 
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The Psychology of (he Consumer. — Man is essentially an organ- 
ism which reacts to an environment. If the experiencing of a 
particular bit of the environment produces painful sensations, 
the organism reacts by avoidance; while the opposite stimulus 
of pleasant sensations will lead to an opposite response. Most 
important of all, the organism learns through experience to reject 
the painful and to accept the pleasant aspects of its environment. 
Learning is dependent upon the acquisition of habits or “condi- 
tioned reflexes.” 

Reflexes are perhaps best explained by an analogy in the realm 
of chemistry. When two parts of hydrogen and one part of 
oxygen unite, under certain conditions, they invariably form 
water. They could not form anjrthing else, nor could they keep 
from uniting as they do. In a similar way reflexes take place 
in the human organism, as when the finger is “unconsciously” 
jerked away from a hot object. What does happen, by the very 
nature of the organism and of the stimulus, rrnist happen, and 
nothing else could happen under the circumstances. 

Conditioned reflexes (habits) may be groups or chains of reflexes 
that have been acquired or modified by the process of learning. 
Hence, everything in the experience, the environment, of a man 
modifies his original nature, the most frequently met experiences 
having the greatest modifying effect. At birth the individual 
nervous system has within it the nerve centers upon which all 
habit, memory, imagination, and reasoning depend. Thus the 
various potentialities for development are remarkably numerous. 
Men’s actions come to be quite similar under a given set of cir- 
cumstances, particularly if they happen to live in much the 
same environment. 

The consumer, then, inherits an organism which, because of its 
growth and adjustment to environment, develops certain needs, 
wants, and desires. Because people live in groups, and because 
they are influenced by the lives of their neighbors and by the 
history of the race handed down by their ancestors, their needs 
and desires, as well as their habits generally, follow those of 
others about them. 

Types of Action. — The attempt to satisfy desires results in 
three types of action. Some actions are impulsive. They repre- 
sent behavior without forethought, and are reflexive or emotional 
in nature. The great majority of actions, however, are habitual. 



CONSUMPTION 


213 


These actions are the result of the modification of a group of 
reflexes. Thus the habitual smoker may light a cigarette without 
being at all conscious of what he is doing. Most activity is of 
this type. The greater portion of our purchasing is purely 
habitual; we ask for our usual brand of razor blades or of tooth 
paste without “thinking” much about the matter. 

The third type of action is rational or volitional. It is the 
result of the logical balancing and careful weighing of evidence. 
Rational action, as a matter of fact, plays a minor role in the 
majority of human activities. Impulse and habit are far more 
important, even in the field of business relations. It is quite 
desirable, however, that many of our actions be habitual, for 
thus an immense amount of time and energy is saved for those 
occasions which actually require logical thought. 

Diminishing Utility. — Consumers constantly receive pleasant 
or unpleasant sensations from a multitude of objects. Why do 
consumers not succumb to the first of these pleasant sensations 
they meet? Why do they not spend all their money on pie, or 
clothing, or airplane rides? The fact that they do not as a rule 
act in this way indicates the presence of an important principle 
of behavior, namely, the satiahility of a particular desire at a given 
time. In psychological terms, we are sp(‘aking of the “fatigue 
taw,” that a constantly repeated stimulus results in a progressively 
decreasing response. 

Consider the utility rendered by clothing. The utility of the 
first suit purchased is very high, for if it wore not in a man’s 
wardrobe, he would suffer not only from the inclemency of the 
weather but also to an even greater extent from a violation of 
the social custom which roquin^s him to be adequately clothed 
before appearing in public. This high degree of utility is repre- 
sented by the rectangle A in Fig. 10. An additional suit B w'ould 
be desirable in many ways, but its possession is not such a vital 
matter as was that of A. Hence the utility of the second suit is 
less than the utility of the first, if a man possesses both at the 
same time. Of course, if the second suit were obtained only 
when the first was completely reduced to rags, the utility of B 
might be as great as the utility of A. Therefore we must con- 
sider only the case of simultaneous consumption. 

The same analysis holds good for additional units such as C and 
D. Thus, as additional units of an article are consumed simul- 
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taneously, the utility of successive units diminishes. This reduction 
of desire for additional units is true of all commodities, the point 
of satiation and the commencement of disutility E (unpleasant- 
ness or pain) coming sooner with one and later with another. 
Hence the principle, called the law of diminishing marginal 
utility, is universal in application. 



Fig. 10. — Diminishing marginal utility. 

The Rate of Diminishing Utility. — The rate at which the utility 
of successive units diminishes varies widely among dift’erent 
commodities. At one extreme are the articles of which the first 
unit is desirable and a second is useless. Thus an electric range 
may have a high degree of utility for a housewife, but diminish- 
ing utility takes effect so rapidly that a second electric range, in 
addition to being useless, might really be an encumbrance and 
thus possess disutility. The same situation is true of electric 
refrigerators and washing machines. 

At the other extreme are commodities whose desirability is but 
little subject to this law. For some the first few additional units 
may have increasing utility, though diminishing utility sets in 
eventually. This is frequently the case where the units taken 
are quite small, as would be true of successive bites of food or 
sips of water. Some authorities assert that the law of diminish- 
ing utility does not apply to money, meaning that the possession 
of $1,000 is ten times as desirable as the possession of $100. It 
is probably true, however, that there is no commodity or service 
to which the law of diminishing utility does not apply sooner or 
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later though, as we have said, the rate of diminution may vary 
between widely separated extremes. 

Total Utility . — The total utility possessed by the various units 
of a commodity will continue to increase as long as the marginal 
utility of one more unit has a positive value. Thus the curve of 
total utility usually will be asymptotic and will reach a maximum 
point when the last unit added to the stock available has zero 
marginal utility. The addition of more units would decrease the 
total utility since these last units would have negative marginal 
utility or disutility. The student must be careful to distinguish 
between marginal and total utility if his analysis of this subject 
is to be valid. 

The Utility of Complementary Goods. — It frequently happens 
that two or more commodities, each possessing utility, may enter 
into such a relation with each other when consumed together as to 
yield a total utility greater than the sum of their separate utilities. 
The utility of a room for living purposes may be increased con- 
siderably oftentimes by rearranging the various objects in the 
room. If commodities are consumed in a haphazard way, without 
regard to their relations to each other, a large part of their possible 
utility is lost. “Cultured” economic consumption is to be dis- 
tinguished from primitive consumption largely by the absence 
of this haphazard element. 

In dealing with complementary goods, and this category 
includes a large proportion of the articles consumed today, we 
should note that men are prone to assign much of the total 
utility of the group to the item whose addition serves to complete 
it. Thus a car without tiros, or a car without gasoline, is of little 
value until the missing item is obtained. The utility of 1 he miss- 
ing item, therefore, frequently is rated a good deal higher than 
otherwise would bo the case. 

The Balancing of Utilities. — The order in which various com- 
modities and services are desired tends to be determined by the 
relation between the anticipated yield of utility and the estimated 
cost or effort of attaining it. Indeed, the article having the 
greatest utility may not be the first one chosen, for it may have 
a high cost of attainment. Thus its desirability is overshadowed 
by that of another commodity having less utility but obtainable 
at a very much lower cost. The order of consumption is there- 
fore determined by the degree of net satisfaction anticipated from 
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various articles, and it is a conscious or unconscious balancing of 
net utilities which determines the course of action of the consumer. 
This point is of sufficient importance to merit a more detailed 
examination. Assume there are four commodities with various 
degrees of net satisfaction, as shown in Table 14. 


Table 14. — Assumed Net Satisfactions from Four Articles 


Units 

available 

Net satisfaction 

A 

B 

C 

D 

1 

10 

8 

6 

4 

2 

6 

7 

4 

3 

3 

3 

5 

1 

2 

4 

1 

2 

0 

1 


As additional units become available the net satisfactions 
decline but at different rates. If the consumer is able to buy only 
one commodity he will purchase a unit of A ; if he is able to buy 
two, he will take one unit of A and one of 5 ; if he can take five, 
he will use two of A, two of B, and one of C. Any other order 
of purchase will yield a smaller sum of net satisfactions and 
would therefore entail a loss from the consumer's viewpoint. 



Fig» 11. — Diminishing utility related to sales price. 

It may be well to anticipate at this point a part of the discus- 
sion of prices in Chaps. XIV to XVIII, where demand for an 
article is said to increase as price declines. The data of Table 14 
may be plotted as curves of diminishing marginal utility as in 
Fig. 11. If the sales price is at the level of the dotted line P, 
different quantities of the commodities will be taken by the indi- 
vidual to whom these curves refer so that the marginal utilities 
of the final units of each article will be equal. If the sales price 
is raised the number of units taken by this individual will be 
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reduced and if the price is lowered he will take more units, 
although the rate at which he takes additional units need not be 
the same for different commodities since marginal utilities may 
diminish at different rates. 

To the extent that consumption is rational, then, the order in 
which various commodities are purchased depends upon the 
balancing of utilities. Estimates of net utility evidently will 
vary between different persons, and so the resulting order of 
consumption will also vary among individuals. Finally, we may 
note that the order of consumption is undergoing constant revi- 
sion as a result of alterations in net utility estimation due to price 
variations, style changes, and other factors. 

Personal Budgets. — More efficient balancing of utilities by the 
consumer may be secured through the use of some form of per- 
sonal budget. For example, a financial program for a family 
of four persons with an income of $150 per month might be set 
up as shown in Table 15. 


Tabls! 16. — Financial Proqbah of Four Persons with $150 Monthly 

Income 


Monthly expenditure 

Quantity 

Percent 

Food 

$ 46.00 

30 

Shelter (rent; or, if home is owned, taxes, interest on 
mortgage, repairs, upkeep) 

37.50 

25 

Clothing 

19.50 

13 

Operating expenses (heat, light, laundry, telephone, 

household supplies, replacement of equipment) 

Life insurance 

10.50 

10.50 

7 

7 

Development (medical attention, education, church, 
charity, gifts, recreation, vacations, entertaining, 
books, music) 

15.00 

10 

Investment 

12.00 

8 


Total 

$150.00 

100 



If the family income were increased, its apportionment would 
be altered. That is, the amount spent for food probably would 
not change materially so long as the original income permitted 
a reasonable living standard; thus the percentage of total income 
expended for this item would be reduced. The proportion spent 
for shelter probably would not be substantially altered. There- 
fore most of the increase in income would be left for expenditure 
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on the remaining items. The financial program of a family of 
two would show certain reductions in the proportion of total 
income spent for food, clothing, and operating expenses, expendi- 
tures for the other items being proportionally increased. 

Consumption Guides Production. — Consumers enjoy a certain 
degree of freedom of choice respecting the articles they wish to 
buy. Every dollar that each consumer spends, or stands ready 
and willing to spend, is a “dollar vote” for the article he desires. 
These dollar votes of consumers direct productive activity first to 
one type of article and then to another, according to the varying 
expectations held by businessmen of the profits to be derived. 
Thus consumption guides production. The wishes of consumers 
expressed through dollar votes indicate the quantity and quality 
of goods that are to be produced. 

Limitations on Consumer’s Freedom of Choice. — This freedom 
of choice on the part of consumers is subjected to a number of 
limitations. Three important ones may be noted. First, the 
size of the income received by the consumer determines in part 
the ways in which he may spend that income. The freedom of 
choice of a man receiving $1,000 a year is restricted very much 
more closely than that of a man enjoying an annual income of 
$100,000. Second, at any given moment consumers’ choices are 
restricted to the goods already on the market. The goods offered 
for sale are determined (a) by the technique of production at a 
given time and (b) by the dollar votes previously cast by con- 
sumers. Third, the fact that our economic system is actuated by 
the profit motive vitally affects the extent of consumers’ freedom 
of choice. Not only will the profitable lines of goods be produced 
and the unprofitable ones be discontinued, but consumption can 
be guided to no small degree by means of advertising and sales- 
manship. The precise effect on consumers of such control by 
producers operating under the profit motive is a matter of con- 
troversy, but we shall point out some of the developments in this 
connection. The discussion will be given in terms of the degree 
of knowledge and ability the consumer exercises as a buyer of 
merchandise. 

Consumer’s Knowledge. — ^The bu3dng problem most difficult 
of solution even for the thoughtful or rational consumer is that 
of winnowing the grain from the chaff of modern salesmanship. 
Such a consumer is constantly faced with the question: What 
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does advertising tell me about quality, and does this information 
differ from quality as determined by the impartial scientist? 
The answer must be a general denial of any close relation between 
advertised quality and quality as determined by impartial test. 

Of thirty typewriter ribbons tested by a consumers’ organiza- 
tion, the best was said to be one-seventy-fifth as costly as was 
the poorest ribbon, on the basis of the amount of satisfactory 
typing service rendered for one cent of the purchase price. 
Similarly, a test of hot-water bottles indicated that the daily 
cost of one article was related to the daily cost of another in the 
ratio of about 17 to 1; yet the “good” bottle, like the ribbon, was 
purchased in a 10-cent store.* The consumer frequently has no 
gauge of quality except prices. He believes that a high-priced 
article must be a good article, although tests often indicate the 
fallacy of this belief. 

“Electrical flatirons imported at a landed cost of 77 cents sold at 
retail for $5.50 and $6.50, according to a Senate investigation. Marcel 
irons landed for 13 cents sold for $1.89 — a margin of 1,000 percent; 
Haarlem oil with a landed cost of 9 cents sold for 55 cents; cod liver oil 
landed for 7 cents sold for $1.25; electric hair dryers were stepped up 
from $3.57 to $17.50; magnifying glasses from $1.24 to $12.00; table 
knives from 4 cents to 30 cents; cuckoo clocks from $1.27 to $22.00 — 
in New York, the port of entry.” {Senate Document, July 31, 1922.)^ 

“Here are some gentlemen who purchased second-grade galvanized 
roofing plainly stamped by the maker 'second.’ Many jobbers and 
fabricators have no hesitation whatever in taking that stamp off with 
acid, and it is reported that one fabricator has gone so far as to stamp 
under the word ‘second’ the additional words ‘to none!’ He then sold 
it to the public as a prime sheet. . . . Farmers will be interested to 
know that some makes of fence wire are so thinly galvanized that the 
manufacturer has difficulty in getting it away from the factory before 
rust sets in.” (C. L. Patterson, American Zinc Institute.)® 

Dangerous Misinformation. — A much more pernicious form 
of the consumer’s problem involves the misinformation he is all 
too likely to gather from advertisements. Just how often his 

^ Consumers’ Research, Inc., Washington, N. J., General Bulletins, of 
October, 1935, and of October, 1934. 

*From Chase, Stuart, and F. J. Schunk, “Your Money’s Worth,” 
1928, p. 92. By permission of The Macmillan Company, publishers. 

® im., p. 105. 
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very life is endangered it is impossible to say, but the seriousness 
of the problem may be emphasized by a few examples. 

The palm must be awarded to the preparation Kleanall (a drainpipe 
cleaner), containing 75 per cent of the violently corrosive poison, sodium 
hydroxide. Far from bearing the poison label, the printed matter 
read: “Does not injure the finest fabric or the most delicate skin.”* 

Several widely advertised tooth pastes invite the assumption 
of a real hazard on the part of their users. For one, at least, 
the principal ingredient is a poison, namely, potassium chlorate. 
A tube of this tooth paste contains sufficient poison to kill four 
adults. Is the hapless consumer warned? Not at all, but think 
of what might happen if his child should like the taste of the 
tube’s contents. 

Antiseptics, to mention one more example, are not always what 
they seem. A large proportion of the more widely advertised 
“antiseptics ” are not antiseptic at all. In spite of radio programs 
and advertisements in popular magazines, living organisms have 
been found in the antiseptic itself ; they had lived there unharmed 
from the time the bottles were filled until they were sold. Plain 
alcohol mixed with an equal quantity of water proves in tests to 
be more efficient as a germicide than most popular brands of 
antiseptics, though the alcohol mixture itself is a poor germ killer. 

Legal Status of Truth in Advertising. — The consumer receives 
little protection legally from fraudulent advertising claims. 
Speaking generally, a manufacturer may advertise in any way 
he wishes provided only that he does not thereby libel his com- 
petitors. If the manufacturer stays within the vague limits of 
“fair competition,” his statements regarding his own product 
may be as exaggerated or as untrue as he may desire. Thus a 
wealthy resident of a city in western Pennsylvania died recently 
as the direct result of a radium- water “cure” taken on the basis 
of advertisements. Since the water actually contained radium, 
although in very dangerous quantities, no action could be taken 
against the seller. He is still free to kill gullible consumers who 
rely upon his published statements. 

Some little protection is afforded the consumer, it is true, by 
the Pure Food and Drugs Act. The act forbids interstate shipment 
of misbranded or adulterated goods, but if the article bears a 

» /Wd., pp. 117-118. 
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special trade name it escapes control. Thus if the good is called 
“X brand” instead of butter, it actually may be unfit for use 
but the authorities cannot proceed against it on the ground that 
it is impure butter. Furthermore, there are few accepted stand- 
ards of purity so that it is difiicult to grade and test most articles. 
At present it is unlikely that action can be taken against a manu- 
facturer unless it can be proved that he knomngly intended to 
defraud. Proof of intent is almost impossible to obtain. Thus 
the administration takes action against the goods instead of 
against the producer. He may lose a small shipment now and 
then but he suffers no real penalty which would tend to discourage 
these practices. Consumers are badly in need of a new food and 
drugs act which will afford them some real protection. Thus 
far attempts to pass such legislation have been defeated by 
manufacturers. 

Solutions to the Problem. Government Purchases. — In pre- 
depression years the United States government purchased some 
300 million dollars worth of supplies and equipment — ranging 
all the way from thumbtacks to dredging machines; from base- 
balls to battleships. Nearly every kind of thing the general 
consumer buys, the government bought — though not in such 
great variety — foodstuffs, textiles, clothing, furniture, building 
materials, oflice supplies, sporting goods, and toilet articles. But 
the several purchasing agents in buying much of this material 
paid little attention to the pretty girls in advertisements or to 
the visits of supcrsalesmen. They purchased on the basis of 
technical advice from the Bureau of Standards. During one 
fiscal year the bureau made no less than 180,000 tests. For an 
operating cost of 2 million dollars it is estimated that the Bureau 
of Standards saved the federal government in the neighborhood of 
100 million dollars every year. There are also state and private 
testing laboratories engaged in this work, but few of the findings 
of any of these bureaus are at present available for the individual 
consumer. The publication and general dissemination of the 
technical knowledge already in the files of these organizations are 
advocated as one step in furnishing the ultimate consumer with 
adequate information concerning consumption goods. 

Bureau of Standards’ Specification Plan . — The Bureau of Stand- 
ards is engaged upon a somewhat different solution of the problem. 
In 1921 the Federal Specifications Board was established for the 
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purpose of coordination and economy in the procurement of mate- 
rials and services used by the government under specifications 
prepared in the various branches thereof, to avoid duplication 
of effort, and for the better utilization of resources and indus- 
tries. To this board was assigned the duty of compiling and 
adopting standard specifications for materials and services and 
of bringing the specifications into harmony with the best commer- 
cial practice whenever conditions permit, bearing in mind the 
desirability of broadening the field of supply. These master 
specifications, to the number of 27,000, cover more than 6,650 
commodities and have been made available for the use of the 
general public.^ The Bureau of Standards believes that consid- 
erable economy can be realized in the purchase of commodities 
by the use of specifications. To apply the specifications plan to 
purchases of the individual consumer, however, one further step 
was necessary. The Bureau of Standards has prepared a list of 
over 2,000 manufacturers who have agreed to produce com- 
modities to meet these specifications and to state this fact upon 
the container’s label. Thus the over-the-counter buyer will be 
able to select products made to specification without requiring 
him to have technical knowledge of the specifications themvselves. 

Research for Consumers. — Since Bureau of Standards’ data are 
not available for use by individual consumers, several organiza- 
tions have undertaken the task of supplying consumers with the 
results of research activity. The pioneer in this fi('ld is Con- 
sumers’ Research, Inc., a non-profit organization whose members 
receive an annual “Handbook of Buying” and a series of monthly 
releases on more recent information. The handbook lists hun- 
dreds of commodities by brand name as “ Recommended ” or “Not 
Recommended.” The listings are the re^sult partly of tests 
conducted by the organization, partly of tests made by other 
reputable laboratories, and partly of the opinions of independent 
technical authorities in the various fields concerned. Any con- 
sumer may receive the information upon payment of the annual 
membership fee. Recently a similar organization. The Con- 
sumers’ Union, has appeared as a result of a split in the original 
body. It offers the same type of service. 

* Alphabeticial Index and Numerical List of United States (government 
Master Specifications Promulgated by the Federal Specifications Board, 
Bureau of Standards, Circular 319, Government Printing Office. 
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The commodity listings make very interesting reading for any 
one in sympathy with the consumer's search for his “money’s 
worth,” but this solution for the consumer’s problem has some 
weaknesses. For one thing, few consumers will refer to a bulky 
catalogue to find which brand of a 25-cent article is best. If the 
purchase involves a large expenditure, on the other hand, most of 
us would be glad to obtain whatever technical information is avail- 
able. Thus the commodity list’s usefulness may be restricted to 
the more significant but less frequent purchases, while the Bureau 
of Standards’ plan may be most useful for the low-cost articles 
bought every day. 

Another weakness of the consumer’s organization is lack of 
funds, which is due to the need for a low membership fee. Thus 
it is impossible for the organization itself to test many commodi- 
ties, unless it has a very large membership, and so its usefulness 
may be restricted. Furthermore, there is always the danger that 
such a body may fail to maintain the scientifically dispassionate 
viewpoint that is essential to its success. Nevertheless, these 
attempts at fact finding on the part of some groups of con- 
sumers may ultimately benefit everyone. Producers and sellers 
may come to recognize a consumer demand for a much higher 
degree of truth in advertising and for a closer relationship between 
price and quality. 

Consumers' Cooperation . — Consumers may attack the problem 
of quality and price in still another way, by purchasing goods 
through their own retail outlets. The movement has reached 
large proportions in many European countries and is to be found 
in a number of American communities. In the famous Rochdale 
system in England the consumers own and operate not only their 
own retail stores but also many manufacturing plants. Thus . 
they can bo assured of the quality of the goods they buy. In 
addition, they often may purchase at reduced prices; this reason, 
indeed, is responsible for the establishment of most cooperatives. 
The distinguishing features of the cooperative type of organiza- 
tion have been discussed in the chapter on business units; it is 
suflBicient at this point to indicate that the consumer’s problem 
may be susceptible of solution by this means. 

Leisure and Consumption. — The discussion of standards of 
living in Chap. II indicated the significant place of leisure time 
in consumption. We are interested not only in the use of goods 
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and services but also in the freedom from labor necessary to the 
complete enjoyment of the good things of life. 

Leisure may be regarded in any one of three ways. It may be 
considered merely as a concession to nature, an intermittently 
unproductive period of recuperation necessary for men, animals, 
and even machinery. Leisure, from this viewpoint, has no value 
except as it prepares for a further period of productive activity. 
On the other hand, leisure may be considered as an end in itself, 
a recognized career, perhaps. This is likely to be the viewpoint 
of a people overburdened with toil, who might well set up, as the 
most desirable existence of which they could conceive, a heaven 
wherein those who have departed this wearisome life would no 
longer be required to work at all. As a middle ground between 
these two extreme viewpoints we have a third possibility, namely, 
that leisure Ls an essential element in any well-rounded and com- 
plete life. Thus too much leisure would be considered as great 
a burden as the entire lack of this necessary item in any standard 
of living. Hence, in the words of the nursery rhyme: 

All work and no play makes Jack a dull boy, 

All play and no work makes Jack a mere toy. 

Figure 12 shows the movement toward a shorter working day in 
the United States. Since the working day is undergoing cur- 
tailment and the amount of leisure is increasing correspondingly, 
the question of what to do with the additional spare time becomes 
an important one. The numerous welfare activities of many 
corporations present a useful outlet for much idle time. Further- 
more, the opportunities for adult education provide, for many 
people, a desirable diversion from their customary routine. 

There are also vicious ways of utilizing spare time, it is true, but 
to say that leisure is bad merely because a few individuals misuse 
it is a very unfair way of judging the question. After all, but 
one criterion seems justified in economics, and that is expressed 
by the phrase “the greatest good for the greatest number.” 
Viewed in this light, the misuse of leisure by a few persons pales 
into insignificance beside the much greater number using it for 
educational purposes and for the enjoyment of those goods which 
require spare time for their utilization (see Prob. 83). 

Changes in Consumption. Styles and Fashions . — Changes 
in consumption are of two main types. Of these, one is to be 
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found in the relatively temporary changes sometimes called 
“styles.” Careful students of the subject, however, insist that 
we should take pains to distinguish between style and “fashion.” 
Strictly speaking, a style is a particular design. Thus the Gothic 
is one style of architecture; the four-door sedan, one style of 
automobile coach work; the sun-tan back, one style of women’s 
clothing. If a given style is in demand by many persons, that 
style is then the fashion. When King Tutankhamen’s tomb was 
opened, certain Egyptian styles, presumably at one time fashion- 



Fio. 12. — Average number of hours per full-time week in manufacturing 

industries. ^ 

able in ancient Egypt, became fashionable again in the present- 
day world. 

The mo.st noticeable changes in consumption, then, are fash- 
ions, the changes occurring most frequently being in such lines 
as women’s apparel. Thorstein Veblen has presented an inter- 
esting explanation of this situation. He points out in his “Theory 
of the Leisure Class that rivalry and personal competition, 
instilled in all of us almost from infancy, are at present largely 
conducted on a monetary basis. The most successful person is 

* National Industrial Conference Board, and U. S. Bureau of Labor 
Statistics. 

* Vbblen, Thokstbin, “Theory of the Leisure Class,” Vanguard Press, 
Inc.. 1927. 
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the man who acquires the greatest fortune. Since businessmen of 
today must spend much of their time in trjdng to amass such for- 
tunes, the task of indicating to all the world the degree of success 
achieved falls upon their wives. Hence it is fashionable for such 
women to do as little productive work as possible. Instead they 
spend time in the conspicuous consumption of wealth. For this 
reason expensive cars, liveried servants, costly mansions, and 
fashionable clothing are desired as a means of pecuniary emula- 
tion, showing the husbands’ financial ability at least to “keep 
up with the Joneses.” 

One method of indicating this financial superiority is that of 
dressing always in the latest fashion. If fashions change so 
rapidly that the old articles obviously cannot have been worn 
out when replaced by new ones, pecuniary emulation is thereby 
aided to no small degree. Since nearly everyone is striving to 
reach the same goal, whatever the rich do is promptly copied by 
the middle and lower income classes, however little they can 
afford it, whereupon the rich must needs take up another style in 
order to be different. Considered from the material view'point, 
this process is highly inefficient, since the goods purchased are 
not fully utilized before others are demanded. If there were 
sufficient goods to supply the needs of all people, this waste would 
be of minor importance, but owing to the sadly inadequate stand- 
ards of living of a large part of the population, these losses actu- 
ally are of major significance. 

Inventions . — The second main type of change in consumption 
may be seen in the gradually rising standards of living of all 
people the world over. The discovery of steam and electric 
power, the improvement in methods of communication and 
transportation, the constant development of new products and 
of cheaper methods of production, for instance, have all, over a 
period of years, aided in raising the standard of living of every 
class of people. One of the real opportunities for the engineer to 
be of service to humanity is found in the hastening of such 
improvements, for they are of the greatest benefit to society since 
they increase the productivity of the whole economic system. 

Present Status of Consumption. — It is a commonly accepted 
fact that the standard of living in the United States is the high- 
est in the world. This preeminent position of the American con- 
sumer may bo indicated in general terms by the following excerpts 
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from the remarks of a Frenchman after a lengthy visit to the 
United States:^ 

Great riches and great poverty are identical in their manifestations 
everywhere, so I shall not consider now how the very wealthy or the 
utterly destitute exist. Nor shall I speak of the staggering superiority 
of the number of car owners, radio owners and telephone subscribers in 
America compared with those in Europe. More significant than all 
that is the profound difference between the common facilities of liv ing 
offered to the average purse in the United States and those offered to the 
average purse in Europe. 

Spending about the same amount of money (at normal rates of 
exchange), ICuropeans still live half barbarically, with an enormous 
expenditure of manual labor, time, and trouble, while the American 
citizen lives comfortably and smoothly with a minimum of wearing, 
complicated, and dirty toil. ... A stupendously greater proportion of 
people in America have the opportunity to live like rational, clean and 
cultured human beings, and not like grimy, dreary, exhausted drudges, 
than anywhere else on earth. 

Although the American consumer, on the average, is in a fav- 
ored position, an appallingly large number of American families 
have inadequate standards of living. Thus in 1929 families were 
classified, in terms of annual income, as follows: 


Annual income 

Millions of 
families 

Percent of 
all families 

Under $ 1,000 

6.0 


$ 1,000 to 1,500 

6.0 


1,600 to 2,500 

8.0 


2,500 to 5,000 

6.6 


5,000 to 10,000 

1.4 

5.7 

10,000 and over 

0.6 

2.3 


Since a bare '‘living standard” requires an annual income of 
$1,500 to $1,800, depending upon the locality, the size of family, 
and so on, it is evident that almost half our population is con- 
fined to a substandard level of consumption. This fact is illus- 
trated also by the data in Table 16. 

The lowest income group spent 97 percent of its income on 
food, housing, transportation, clothing, and personal expenditures 

> Odette Keun, New York Times Magazine, Aug. 8, 1937. 
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(such as tobacco, liquor, and personal adornment), while the 
highest income group was able to spend only about 6 percent 
of its income on consumption goods and saved most of the remain- 
der for reinvestment. 

The Postwar Consumer Market. — A survey of recent changes 
in consumption may be introduced by an examination of the 
general classes of goods consumed in the United States. 


Table 17. — The American Consumer Market, 1921, 1925, and 1929’" 


Commodity group 

Expenditure, millions j 

Percent of total 

1921 

1925 

1929 

1921 

1925 

1929 

Food 

$18,036 

$21,807 

$ 24,392 

26.9 

25.3 

23.0 

Housing 

12,948 

15,961 

18,337 

19.3 

18.5 

17.3 

Clothing 

7,923 

9,341 

9,313 

11.8 

10.8 

8 8 

Transportation 

7,110 

11,247 

13,815 

10.6 

13.0 

13.0 

Personal 

6,610 

8,213 

10,497 

9.9 

9.5 

9.9 

Savings 

5,371 

7,446 

12,650 

8.0 

8.6 

11.9 

Health 

2,104 

2,847 

3,776 

3.1 

3.3 

3,6 

Direct taxes 

2,033 

2,282 

2,685 

3,0 

2.6 

2.5 

Hccreation 

1,750 

3,054 

5,250 

2.6 

3.5 

4.9 

Education 

1,251 

1,718 

2,308 

1.9 

2.0 

2.2 

Social activities 

1,224 

1,530 

2,030 

1.8 

1.8 

1.9 

Civil (Fees and costs) 

640 

836 

1,155 

1.1 

1.1 

1.0 

Total 

Population 

Per capita 

$67,000 
108.2 
$ 619 

$86,282 
114.8 
$ 752 

$106,101 
121.5 
$ 873 

100.0 

100.0 

100.0 


*“Tlie American Consumer Market,” A study by The Business Week, McGraw-Hill 
Publishing Company, 1932. 


The relocation of consumer emphasis in the nine years covered 
by the table is evident. The outstanding change was the 90 
percent relative increase in expenditures for recreation, which 
reflects the rapid growth between 1921 and 1929 of commercial 
recreation, such as movies and football. The portion of the 
national income '‘saved” increased by 40 percent in part because 
of an overstimulated stock market, and the relative expenditure 
for transportation increased 23 percent as a result of the rapid 
expansion of the automobile industry after 1921. In the same 
period the relative expenditure for housing declined 11 percent, 
for food 14 percent, for direct taxes 17 percent, and for clothing 
25 percent. 
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Many changes occurred within these broad commodity groupings. 
Thus we may note, under the heading of clothing, a reduction in 
the sale of yardage goods of over 60 percent and of men’s clothing 
of 1 percent, while sales of women’s clothing increased 56 percent. 
Although the portion of the national income allotted to personal 
expenditure remained unchanged, the expenditure for personal 
adornment such as cosmetics increased 100 percent. Social 
activities similarly show wide internal fluctuations although the 
same portion of the national income was devoted to this purpose 



Fio. 13. — America’s aging population.^ 

each year. Thus expenditures for religious organizations and 
civic associations suffered a decline of 19 percent. The portion 
of the consumers’ money spent for goods has declined from 68 
percent to 60 percent since the war and the portion spent for 
services has as steadily increased, so that the time may come, and 
in the not distant future, when less than half the consumers’ 
dollar will be available for the purchase of actual commodities. 

Finally, we may note a very significant change in the population 
itself which will have the most far-reaching effects upon invest- 
ment, production, and consumption. As the birth rate continues 

* From computations and estimates made by the U. S. Department of 
Agriculture. 
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to decline the nation approaches a stationary population or, 
if the birth rate falls below the death rate, a declining population. 
While a population is growing the percentage of young persons 
is much larger than when the population declines. Clearly the 
kind of goods desired, as wheel chairs in place of baby buggies, for 
example, is vitally affected by the age constitution of the popu- 
lation, as is the need for such types of investment as life insurance 
and old age pensions. Thus future problems of consumption 
are certain to be affected by birth and death rates as well as by 
new inventions and new fashions. 

Problems 

81 . "To increase consumption on the part of the people as a whole we must 
first increase production. Goods, after being produced, will be generally 
shared. The rich people won’t spend much more than before, so the less 
fortunate people will be bound to gain.” Argue for and against this 
statement. 

82 . In terms of Taltlc 14, p. 216, suppo.sc a consumer is able to purchase 
six articles. How will he dix-ide his purchases between A, B, C, and D? 
Why? Suppose he buys twelve articles? 

83 . "People today always want money and more money, whereas true 
happine.s8 is found only in spiritual wealth. If people had more money, 
they would merely squander it trying to live above their station in life, 
trying to get something for nothing. Americans have lost some of the 
sturdy (jualities of their hard-working forefathers. As wealth accumu- 
lates, irnm decay. The people are too prosperous; that’s what’s the matter.” 
Do you agree? Why? 

84 . (Construct a budget for yourself in anticipation of your income and 
expenditure 3 years after graduation. What changes might be expected 
10 y('ars later? 

86 . Do you think a government should inform its citizens as to the 
"best” clothes, candy, bread, shaving soap, tires, and fountain pens they 
should buy? Why? 

86 . Is a chemical engineer justified in concocting a preparation at a cost 
of a nickel a package which will be sold for a dollar? 
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CHAPTER XIII 


FACTORAL PROPORTION 

Management is concerned primarily with the problem of deter- 
mining the most efficient combination of the various factors of 
production to be utilized in a going concern under given market 
conditions. Thus the business manager attempts to find th( 
quantities of land, labor, buildings, machinery, raw materials, 
and supplies, for example, that will be most efficient in the pro- 
duction of radio sets, or of motorcars, or of telephone service. 

The fundamental problem of the proportion of factors to be 
utilized in busin(\ss activity is composed of three parts. First, 
the relationship between the physical units of productive factors 
and the physical units of output must be underst ood. Second, the 
money costs of the various factors of production must be consid- 
ered in order to determine the unit money cost of the product. 
Third, the state of the market for the commodity produced plays 
a very important part in determining the actual conditions under 
which production will take place. The market condition is 
affected by the cost analysis, which in turn is based upon the 
physical analysis. Many people, however, fail to appreciate the 
fact that the problem includes anything more than monetary 
cost items alone. 

I. PHYSICAL OUTPUT 

Non-proportional Physical Output. — The outstanding charac- 
teristic of the economic phenomena we are about to consider is the 
fact that a given result usually may be obtained in more than one 
way. In this respect these phenomena are markedly different 
from many examples in physics, chemistry, or engineering. In 
these fields the output obtained from a process may bo strictly 
proportional to the inputs utilized. The current flowing through 
a given conductor is exactly proportional to the voltage, and the 
weight of H2O obtained when hydrogen and oxygen are com- 
bined to form water is just proportional to the weights of the 
gases used. 
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This direct relationship is the exception rather than the rule, 
however, in the data given below. Thus a carburetor may be 
adjusted to a lean or a rich mixture, yet the motor will continue 
to run; a farmer may fertilize his fields lightly or heavily, yet he 
will still obtain a crop; the industrial chemist may combine some 
ingredients in various proportions and still secure the desired 
product. Thus the amount of product is not always directly 
proportional to the quantity of input factors used. Let us con- 
sider ethyl acetate as an example. It is an important constituent 
of certain automobile lacquers and paints and is obtained from 
a mixture of acetic acid and ethyl alcohol. If we let x = the 
amount of ethyl acetate produced, we may calculate outputs by 
equation (10) 


(acid — x) • (alcohol — x) 

from the quantities of acid and alcohol used. In this way the 
data for Table 18 were derived. 


Table 18. — Non-proportional Physical OirTPtiT of Ethyl Acetate* 


Combi- 

nation 

Inputs 

Total out- 
put, ethyl 
acetate 

Output per unit of 

Acetic acid 

Ethyl 

alcohol 

i 

Acid 

1 

Alcohol 

a 

b 

c 

d 

e 

/ 

A 

237.530 

118.765 

100 

0.420 

0.840 

B 

150.602 

150.602 

100 

0 662 

0 . 662 

C 

127 737 

191.604 

100 

0.781 

0.521 

I) 

118.624 

237.248 

100 

0.840 

0.420 

E 

114.548 

286.370 

100 

0.870 

0.350 

F 

110.988 

332.964 

100 

0.901 i 

0.300 


♦ All figures are in gram-moles. 


Column a in Table 18 provides a ready moans of identifying the 
various rows of data. Columns h, c, and d are obtained from 
Equation 10; in the other examples which follow they will be the 
result of experiment or of assumption. Columns e and / are com- 
puted from the preceding data as indicated by the appropriate 
heading. The table shows six of the many different ways in 
which 100 units of acetate may be obtained. Note that a reduc- 
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tion in the quantity of one input, say acid, is compensated by a 
marked increase in the other input factor in order that the total 
output may remain a constant. 

One Input Factor Fixed. — In economic analysis, the most com- 
mon situation is that in which one of the input factors is a con- 
stant while the other input factor and the output are variables. 
It thus differs from Table 18, where both input factors varied and 
the output was a constant. The conditions in a particular exam- 
ple usually determine which input should be regarded as a con- 
stant. Thus an agricultural experiment would consider land as 
fixed while seed and fertilizer are varied. 

The normal case may be derived from Table 18 or from Equa- 
tion 10 and the data would appear as in Table 19. This example 
also is one of non-proportional output, for the total output of 


Table 19. — Output op P^i'hyl Acetate with Acetic Acid Constant* 


C’ombi- 

Inputs 


Output per unit of 

Gross 

marginal 

output 

nation 

Acid 

Alcohol 

mn 

Acid 

.Alcohol 

a 

b 


d 

e 

/ 

9 

A 

100 

50 

42.1 

0.421 

wM 

24.3 

12.2 

6.1 

3.0 

2.8 

1.4 

1.3 

B 

100 

100 

66.4 

0.664 


C 


150 

78.2 

0.782 

1 0.515 

D 


200 

84.3 

0.843 

0.422 

E 

100 

250 

87.3 

0.873 

0.349 

F 

100 

300 

90.1 

0.901 

0.300 

G 

100 

350 

91.5 

0.915 

0.261 

H 

100 

400 

92.8 

0.928 

0.232 


* All figures are in gram-moles. 


acetate does not increase in proportion to the inputs of alcohol. 
Thus the increase from 50 to 100 in column c, combinations A 
and J5, is 100 percent. If the output increased in proportion, 
the value in column d, combination B, would be 84.2 (42.1 X 2). 
It is only 66.4, so the increase in output was less than proportional 
to the increase in input. This relationship continues throughout 
the table, but this example is unusual in that other relationships, 
shown in later tables, do not appear at all in this case. 

Marginal Output. — Column g did not appear in the previous 
table because output there was a constant. Here it is a variable 
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and the marginal output, or marginal prodttct as it is often called, 
can be determined. The term “marginal ” is a very common one 
in economics and has reference to the items “on the edge.” In 
this case the marginal output refers to the first differences of 
column di the amount by which the total output is increased 
from one combination to the next. Thus in combination E, 
3 units are marginal since they are on the edge, so to speak, and 
disappear if we return to the output in combination D. Column 
g therefore shows that total output is increasing at a diminishing 
rate; in other words, the curve of output is asymptotic and 
approaches a maximum value. If the data were for combinations 
beyond that point, the marginal outputs would be negative 
(see Table 20). 

Application to Mechanics. — A more complete example of the 
fundamental physical relationship with which we are concerned 


Table 20. — Relation ok Feel Mixture to Power Developed by an 
Internal Combustion Motor* 


Combi- 

nation 

Input (noodle valve 
adjustment) 

Output 

(delivered 

horsepow(T) 

Output per 
unit of 

Lb. dry 
air 

Lb. 

gaso- 

line 

Ratio 
of air 
to gaso- 
line 

Total 

output 

Propor- 

tional 

output 

Air 

Gas 

a 

h 

C 

1 

d 

e 

/ 

9 

h 

A 

100 

4.7 

21:1 

1.20 


0.0120 

0.2553 

B 

100 

5.0 

20:1 

1.45 

1.277 

0.0145 

0.2900 

C 

100 

5.3 

19:1 

1 .65 

1.537 

0.0165 

0.3113 

D 

100 

5.6 

18:1 

1.77 

1.743 

0.0177 

0.3161 

E 

100 

5.9 

17:1 

1.85 

1.865 

0.0185 

0.3136 

F 

100 

6.3 

16:1 

1.92 

1.976 

0.0192 

0.3048 

G 

100 

6.7 

15:1 

1.96 

2.042 

0.0196 

0.2925 

H 

100 

7.1 

14:1 

1.98 

2.077 

0.0198 

0.2789 

I 

100 

7.7 

13:1 

1.99 

2.147 

0.0199 

0.2584 

J 

100 

i 8.3 

12:1 

1.96 


0.0196 

0.2361 

K 

100 

1 9 1 

11:1 

1.90 


0.0190 

0.2088 


Gross 

marginal 

output 


i 


0.25 

0.20 

0.12 

0.08 

0.07 

0.04 

0.02 

0.01 

-0.03 

-0.06 


^ Delco light motor at 1,060 revolutions per minute; H. M, Jacklin, Effects of Multiple 
Ignition on the Performance of a Small Engine, Bulletin 45, p. 13, Engineering Experiment 
Station, Ohio State University, 1928. 




FACTORAL PROPORTION 


237 


may be found in experiments on the performance of gasoline 
engines. Such an example appears in Table 20. The various 
columns are similar to those in the preceding tables with two 
exceptions. CJolumn d shows the ratio of the fixed input to the 
variable input, the ratio of air to gasoline, which was changed 
step by step throughout the experiment. Also column / in Table 
20 shows the output to he anticipated if total output increased in 
proportion to the gasoline inputs. The actual increase in total 
output was more than proportional in combinations A to D and 
less than proportional from combination E to combination 1. 
Aiter that point total output declined as the fuel mixture became 
too rich. 

Theoretical Example. — While experimental data demonstrate 
the truth of the principles now to be discussed, they almost never 


Table 21. — Theoretical Example of Non- proportional Outptjt 



Inputs 


Output per unit 


Combi- 

Total 

of input 

Marginal 

nation 



output 



output 

Fixed 

Variable 

Fixed 

1 

Variable 




a 

b 

c 

d 

e 

/ 

9 

A 

6 

1 

0 

0 

0 

0 

24 

40 

46 

34 

31 

25 

25 

25 

14 

12 

10 

8 

6 

0 

0 

-12 

-30 

-58 

B 

5 

2 

0 

0 

0 

C 

5 

3 

24 

4.8 

8 

D 

5 

4 

64 

12.8 

16 

E 

5 

5 

110 

22.0 

22 

F 

5 

6 

144 

28 8 

24 

G 

5 

7 

175 

35.0 

25 

H 

5 

8 

200 

40.0 

25 

I 

5 

9 

225 

45.0 

25 

J 

5 

10 

250 

50.0 

25 

K 

5 

11 

264 

52.8 

24 

L 

5 

12 

276 

55.2 

23 

M 

5 

13 

286 

57.2 

22 

N 

5 

14 

294 

58.8 

21 

0 

6 

16 

300 

60.0 

20 

P 

5 

16 

300 

60.0 

18.75 

Q 

6 

17 

300 

60.0 

17.65 

R 

6 

18 

288 

57.6 

16 

8 

6 

19 

258 

61.6 

14 

T 

5 

20 

200 

40.0 

10 





238 


VALUE THEORY 


provide examples showing all the possible variations that may be 
found. For this reason the following discussion will be based 
upon the theoretical example given in Table 21 so that all the 
possible variations may be noted. The data in columns 6, c, and 
d are assumed; the remaining figures are calculated from these 
three columns. 

The Six Stages of Output. — ^The student should be quite famil- 
iar with the relationships shown in this table, for they are funda- 
mental to an understanding of many economic problems. The 
data in columns e and / evidence a peculiar behavior. In terms 
of the average oviputs of columns e and /, we may divide the table 
into six stages of ovtput. Thus combinations A and B represent 
a stage of no outpvi. Combinations B to G inclusive show a 
stage of more-than~proportional output, since both averages increase 
together. When the average in column / increases it moans that 
total output is increasing more than proportionally compared 
with the variable-input factor. Combinations G to J inclusive 
represent the stage of proportional output, since the average for 
the variable factor is a constant, indicating that output increases 
in exact ratio with the variable-input factor. Combinations J 
to 0 inclusive mark the stage of less-than-proportional output. 
Here the average for the fixed-input factor increases, showing a 
rising total output, at the same time that the average for the 
variable-input factor declines, showing that total output is 
growing more slowly than this factor. Combinations 0, P, and 
Q show a stage of constant total output since the average for the 
fixed-input factor is a constant. Finally, combinations Q to T 
inclusive indicate the stage of decreasing total output, since both 
averages are declining. 

The terms used are novel, for most writers speak of only two 
or three stages, and in the following terms: The stage of increasing 
returns is that of more-than-proportional output; the stage of 
diminishing returns refers to less-than-proportional output; and 
the stage of decreasing returns is our stage of decreasing total 
output. All six stages probably never appear in any one experi- 
ment in real life. The most common stages are more-than-pro- 
portional output, less-than-proportional output, and either 
constant total output or decreasing total output. Occasionally 
we may find a case, however, where only proportional output 
and constant total output appear. 
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Significant Combinations. — Certain combinations are more 
significant than others, for in them one of the series of data reaches 
a maximum or minimum value. Thus combination D-E marks 
the maximum marginal output. Again, combination J (in the 
absence of a stage of proportional output) marks the maximum 
average for the variable-input factor, the variable optimum point. 
Note that the marginal-output data are always smaller after this 
point than are the variable-average data. Finally, combination 
O (in the absence of a stage of constant total output) marks the 
maximum average for the fixed-input factor, the point of jixed 



optimum, as well as the maximum total output. These significant 
points are shown in Table 21 by figures in boldface type. Their 
relationships may be understood more readily, perhaps, by 
reference to Fig. 14, where the data in columns d, e, f, and g, are 
plotted. 

The Law of Non -proportional Output. — The relationships just 
discussed are typical of the great majority of cases of physical 
production. We may summarir-e the relationships in a statement 
of the law of non-proportional output as follows: 

As a fixed quantity of one factor of production is combing with 
an increasing amount of another factor, the physical output obtained 
will not continuously he in proportion to the inputs utilized. 

The second section of this chapter will indicate the particular 
significance of the fourth stage of output, namely, the stage of 
less-than-proportional output. This group of combinations is 




240 


VALUE THEORY 


so important that we should do well to keep in mind a definition 
for the stage. We may call it the principle of lesa-than-propor- 
tional ovtpvi. It is frequently designated as the “law of dimin- 
ishing returns,” and may be stated thus: 

As a fixed quantity of one factor of produudion is combined with 
an increasing amount of another factor, the total physical output, 
will increase simultaneously with an increasing average output for 
one input factor and a decreasing average for the other input factor. 

The behavior of the two average outputs is the characteristic 
which marks off this stage from the others. Indeed, this defini- 
tion is applicable also to the first example given, Table 18, in 
which total output was a constant. In that example, all the 
combinations were in the stage of less-than-proportional output, 
since one average output increased while the other decreased. 

Basic Assumptions. — These statements of economic principles 
rest upon two basic assumptions which must be understood if the 
laws are to have validity. First, all new inventions and dis- 
coveries, all changes in the arts, and all new ways of carrying on 
production must be excluded from the experiments from which 
the data are derived. This assumption is self-evident in the case 
of the gas engine, but it requires care to make sure that an agri- 
cultural experiment, for example, is free from these random ele- 
ments. Thus changes in seed or fertilizers may conceal entirely 
the real relationship between cultivation and crop yield. 

Second, the passage of time during the experimentation is to 
be considered undesirable, largely for the same reason. Thus the 
various combinations in any one of the preceding tables are to 
be interpreted as the results of simultaneous experiments, so that 
random variations due to weather changes or other modifying 
events may be excluded. 

The “Technologically Best” Combination. — ^An inspection of 
Table 21 will indicate that the variable factor is utilized most 
efficiently in combinations G to J, where its average output is at 
a maximum. The fixed factor, on the other hand, reaches its 
highest efficiency in combinations 0 to Q. Which combination 
in the table is the best one from the viewpoint of greatest tech- 
nological efficiency? A definite answer cannot be given, because 
there are two “best” combinations of physical output. We can- 
not choose between them on purely physical terms, and we can- 
not average them because the fixed and variable factors represent 
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totally different things. A solution for this question can be 
obtained only if we have some method by which to measure the 
relative significance of the two factors in terms of a common 
denominator. This method we shall now examine. 

n. LEAST COST 

Money Cost. — In order to combine the dissimilar physical units 
of the fixed and variable factors, each factor must be weighted 
in some way that is consistent with its importance. Since the 
business manager is concerned primarily with dollars and cents, 
the prices of the factors may be used as weights. Suppose each 
unit of the fixed factor costs $10 and each unit of the variable 
factor costs $3. We now may express the physical averages for 
the two factors in terms of average costs for the two factors and, 
since these units are comparable, they may be added to obtain 
the total money unit cost for each combination of fixed- and 
variable-input factors. A portion of these average and unit 
costs appears in Table 22, in which are included the combinations 
showing less-than-proportional output. 


Tablb 22. — Selected Average and Unit Costs from Table 21 when 

F Costs $10 and V Costs $3 


Com- 

bina- 

tion 

Inputs 

B 

Average output 

Cost 

. 

Fixed 

Vari- 

able 

Fixed 

Vari- 

able 

F av(!r- 
age 

V aver- 
age 

Unit 

a 

b 

c 

d 

e 

/ 


h 

B 

I 

5 

9 

225 

45.0 

26 

$ 0.2222 

$0.1200 

$ 0.3422 

j 

5 



50.0 

25 

0.2000 

0.1200 

0.3200 

K 

5 

11 

264 

52.8 

24 

0.1894 

0.1250 

1 

0.3144 

L 

5 

12 

276 

55.2 

23 

0.1812 

0.1304 

0.3116 

M 

5 

13 

286 

57.2 

22 

0.1748 

or . 1364 

0.3112 

N 

5 

14 

294 

58.8 

21 

0.1700 

0.1429 

0.3129 

0 

5 

15 


60.0 

20 

0.1667 

0.1500 

0.3167 

P 

5 

16 

■1 

60.0 

18.75 

0.1667 

0.1600 

0.3267 


The data in column g, Table 22, are obtained when the cost 
($10) of the fixed-input factor is multiplied by the number of 
units (5) of that factor and the result ($50) is divided by the 
number of units of output in the various combinations. The 









242 


VALUE THEORY 


lowest average cost for the fixed factor appears in the combina- 
tions which show the highest average output for that factor. In 
other words, the lowest average cost for the fixed factor is synony- 
mous with the highest technical efi&ciency for that factor. The 
same statement is true of the variable factor. Thus the least 
average cost points for the two factors appear, one at the begin- 
ning and the other at the end, of the stage of less-than-propor- 
tional output (combinations J and 0). 

The addition of the data in columns g and h yields the total 
money unit costs of column «, whose lowest value appears in 
combination M. This is the least-cost combination. The actual 
point of least cost, of course, is somewhere between combinations 
L and M, but if the input factors are “indivisible” so that we 
cannot use fractions of a unit, we shall say that the point falls in 
the latter combination. Operation should occur here, and only 
here, if lowest cost at the given prices is desired. Note that the 
least unit-cost point can be found only in combinations between 
the two least average cost points, as shown in Table 22. This 
fact will be explained more fully in the sections which follow. 

Ordinarily, the computation of unit costs and the location of 
the least-cost point may be carried through much more rapidly 
if a short-cut method is used. In this method total cost in each 
combination is determined, and this value is divided by the total 
output in that combination. The short-cut method will be used 
in the discussion which follows in this and later chapters. 

Location of the Least-cost Point . — A very important relationship 
is that which exists between the point of least cost and the six 
stages of output. We find that the point of least money cost 
must always appear in the stage of less-than-proportional output, 
as we have defined that stage. To demonstrate this fact, we 
assume, first, that the price of the fixed-input factor is reduced 
from $10 to 1 cent while the cost of the variable factor remains 
at $3; and, second, that the cost of the fixed factor is $10 and 
that of the variable factor is reduced to 1 cent. The significant 
data appear in Table 23. 

The stage of less-than-proportional output is bounded by 
combinations J and 0, the variable and fixed optimum points, 
and the point of least cost always appears within these limits. 
When the fixed-input factor is relatively cheap as compared with 
the variable factor — ^as when F costs 1 cent and V costs $3 — we 



FACTOBAL PROPORTION 


243 


TiJBLB 23 . — Total and Unit Costs from Table 21 with Selected Costs 


Com- 

bina- 

tion 

Inputs 

Total 

out- 

put 

Cost 

F @ $10; 
V@$8 



Fixed 

Vari- 

able 

Total 

Unit 

Total 

Unit 

Total 

Unit 

a 

b 

c 

d 

e 

/ 

0 

h 

i 

3 

I 

5 

9 

225 

$77 

34.22f‘ 

RQI 



22.262?^ 

j 

5 

10 

250 



iSiMiM 


KimBl 


K 

5 

11 

264 

83 


33.05 

12.519 

50.11 

18.981 

L 

6 

12 

276 

86 


KnwM| 

13.062 


18.159 

M 

5 

13 

286 

89 

31.12 


13.654 


17.528 

N 

6 

14 

294 

92 


42.05 



17.054 

O 

5 

15 

300 

95 


45.05 


50.15 

16.716 

P 

6 

16 

300 

98 

32.67 



50.16 



wish to economize in the use of the expensive factor. Thus we 
use that quantity of it which corresponds to th(' variable-input 
optimum. If we used less, its average output would decline, its 
average cost therefore would rise, and operation would be less 
economical. If we used more, its average output again would 
decline, owing to the law of less-than-proportional output, and 
operation would be less economical. Therefore the lowest cost 
would appear in combination J, but never before the point which 
this combination represents. 

When the variable-input factor is relatively inexpensive as 
compared with the fixed factor — as when F costs $10 and V costs 
1 cent — we wish to economize in the use of the fixed factor. 
Hence we operate at the fixed-input optimum where its average 
output is greatest and its average cost is lowest. Therefore the 
lowest cost would appear in combination 0, but never after the 
point which this combination represents. In general, however, 
both input factors will be expensive, so that the least-cost point 
will fall somewhere between these two optimum points. It will 
approach the variable optimum as the variable cost rises, and 
will approach the fixed optimum as the fixed cost rises, but it 
will never pass outside the limits set by these two points. 

Least-cost Location with Constant Output. — The physical out- 
put data of Table 18 represented the case in which both input 
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factors varied while output was a constant. In this constant- 
output type as well, least unit cost falls in the stage of less-than- 
proportional output. The only difference from the situation 
just discussed is the fact that total cost also is a minimum in the 
least-cost combination. Suppose the acetic acid of Table 18 
costs $4.50 per unit and the ethyl alcohol costs $2 per unit. The 
total and unit costs of producing ethyl acetate would be as shown 
in Table 24. 


Tabub 24. — Total and Unit Costs for Constant Output from Table 18 


Combination 

Inputs 

Output, 

acetate 

Cost: acid @' $4.50; 
alcohol @ $2 

Acid 

Alcohol 

Total 

Unit 

a 

b 

c 

d 

e 

/ 

A 

237.530 

118.765 

100 

$1,306,415 

$13,064 

B 

150.602 

150.602 

100 

978.913 

9.789 

C 

127.737 

191.604 

100 

968.026 

9.680 

D 

118.624 

237.248 

100 

1,008.304 

10.083 

E 

114.548 

286.370 

100 

1,088.206 

10.882 

F 

110.988 

332.964 

100 

1,165.374 

11.654 


Economic Lot-sizes. — As a typical example of constant output, 
consider a firm that is to produce automobile castings and that 
knows in advance approximately the quantity of each type 
required during the coming year. If we assume that capacity is 
much greater than the amount to be produced, the question arises : 
How shall production be distributed? Shall the whole amount 
be produced with one setup; shall the plant use two setups, one 
now and one six months hence; shall it use threi?, or twelve? If it 
produces all the castings with one setup, there will be but one 
setup charge. On the other hand, all the material would have 
to be purchased at once and, since the product is sold uniformly 
throughout the year, considerable expense will bo involved in 
interest and storage charges, not to mention the relatively large 
capital requirement. 

Consider the other extreme. The plant manager decides to 
cut down on capital requirements and on storage charges, by pro- 
ducing the article month by month as needed. This procedure. 
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however, involves twelve setups and leads to a marked increase 
in this expense. Thus the problem is: What is the least-cost 
arrangement, considering all the items? 

Assign the following values to the various factors: S indicates 
the cost of one setup, $150 in this case; i represents the current 
interest rate, say 6 percent; N represents the number of pieces to 
be made in the given year, in this case 30,000 ; C represents the cost 
per piece, or $3; and X represents the number of lots to be used. 
Substituting these quantities in the formula 

X - ^ 0.) 

and solving for X gives a value of 4.2. For all practical purposes 
this may be taken as four lots per year, one setup every three 
months. 



01 23456769 10 11 12 

Number of Lots per Year 


Number 
of lots 

Cost 

1 

$92,850 

2 

91,650 

3 

91,350 

d 

91,276 

5 

91,290 

6 

91,350 

7 

91,435 

8 

91,537 

9 

91,650 

10 

91,770 

11 

91,900 

12 

92,025 


Fig. 15. — Cost curve of lot sizes J 


Substituting this value of X in the equation 

^ NC + SX + (12) 

gives the cost Kx with four setups, or $91,275. Similarly, the 
cost with one setup would be $92,850, while with twelve setups 
it would amount to $92,025. The typical unit cost curve of 
Fig. 15 is obtained when these results are plotted. 


» Leuoczky, P. N., The Effect of Time on Production Cost, Automotive 
Daily News, Oct. 7, 1930, p. 4. 
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A more complete equation, the “Lehoczky formula,” for appli- 
cation to this problem is 


lNCi{J + R-RJ) + N&t 

■“ V 25 


where X — number of lots to be used during the year. 

C = cost per piece of raw material. 
i =* interest rate per year, 

S = cost for one setup. 

St = cost of storing the finished product in dollars per piece per year. 
J = ratio of output to capacity. 

N — output in pieces per year. 


R = ratio of cost of finished product to cost of raw material. 


The substitution of appropriate values in the equation and the 
solution for X will give the number of lots which represents the 
least-cost combination of factors.* 

It is not our purpose to present a detailed discussion of particu- 
lar problems of factoral proportion in this book. Such a discus- 
sion rightfully belongs in the field of engineering. The broad 
aspects of the problem of non-proportional output are of signifi- 
cance here, rather than the application of this principle to the 
derivation of formulae for the solution of particular situations, 
such as those just mentioned. It will here suffice, therefore, 
merely to indicate that formulae may be derived which will per- 
mit the determination of the least-cost combination in the par- 
ticular cases for which they have been developed, without 
necessitating the use of the experimental method. 

Marginal Cost, — The marginal output was defined as the 
amount by which total output was increased by the addition of 
a dose of the variable-input factor in a given combination as 
compared with the preceding combination. The increase in the 
variable-input factor entails an increase in cost, unless that factor 
is entirely free. Therefore we may calculate the marginal cost— 
the cost of producing the additional units in a given combination 
as compared with the foregoing combination. The increase in 


1 Ibid.; for additional information see John Younger, "Work Routing in 
Production,” Chap. V, Ronald Press Company, 1920; F. E. Raymond, 
Advantages Derived from the Simplification of the Fundamental Formulas 
for Economic Production Quantities, Managemeni, Transactions of the 
American Society of Mechanical Engineers, Vol. 52, No. 4, January to April, 
1930; and P. N. Lehoczky, "Quantitative Management,” Hedrick, 1935. 



FACTORAL PROPORTION 


247 


total cost from one combination to the next thus is to be divided 
by the marginal output of the two combinations. The neces- 
sary data may be found in Tables 21 and 22, and the marginal 
costs thus obtained appear in Table 25. 


Table 25. — Mabginal Costs Comptttbd from Tables 21 and 22 


Combi- 

Inputs 

Output 

Cost 

F @ $10; V @ $3 

nation 








Fixed 

Variable 

Total 

Marginal 

Total 

Unit 

Marginal 


a 

b 

c 

d 

e 

/ 

0 

h 

I 

5 

9 

225 

25 

14 

12 

10 

8 

6 

0 

$77 

34.22^ 

12.0i 

21.4 

25.0 

30.0 

37.5 

50.0 

9 

j 

5 

10 

250 

80 

32.00 

K 

5 

11 

264 

83 

31.44 

L 

5 

12 

276 

86 

31.16 

M 

5 

13 

286 

89 

31.12 

N 

5 

14 

294 

92 

31.29 

O 

5 

15 

300 

95 

31.67 

P 

5 

16 

300 

98 

32.67 

I 


In the stage of less-than-proportional output, marginal cost 
increases as output grows larger. The lowest marginal cost 
would appear in combination D-E irrespective of prices, for 
this is the point of maximum marginal output. Before that point 
marginal cost would decrease as output increases, but in the 
stage of less-than-proportional output marginal cost always 
increases unless output is a constant or expands at a constant 
rate. Marginal cost here must be increasing because the growth 
of total output is asymptotic w^hile the cost of the variable-input 
factor increases at a constant rate. Since the divisor decreases 
and the dividend is a fixed value, the quotient must increase. 

The most significant fact regarding marginal cost, however, 
is this; The curve of marginal cost always intersects the curve 
of unit cost at the point of least unit cost. Thus in Table 25 
the values in column h are less than those in column g until 
combination M is passed, whereupon the values in column h are 
greater than those in g. There is a definite reason for this rela- 
tionship. After the variable optimum point has been passed, 
marginal cost is rising, but if it is still below unit cost the addition 
of further units of input will decrease unit cost. When marginal 
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cost passes above unit cost, however, this condition is reversed; 
the addition of another unit of input will add to unit cost because 
the cost of this particular unit’s output — the marginal cost — ^is 
greater than the preceding unit cost (see Fig. 16). 

More than Two Input Factors. — The foregoing discussion has 
been phrased in terms of two input factors, one of which usually 
was regarded as fixed while the other was a variable. Actually, 
a large number of input factors may be found in practice, but they 
will be of only three types. First, if there are a number of fixed 
factors, the preceding analysis still may be applied, for the fixed 



Variable input 

Fig. 16 . — Unit cost and marginal cost from Table 25 . ^ 


factors may be lumped together as a unit. Second, some of the 
input factors may vary in exact relation to the output. Such 
factors will not alter the general method of analysis, or the con- 
clusions reached, in this section. Third, when more than one 
independently variable input factor is present, however, we can- 
not treat the problem in the same way as if it involved only one 
variable-input factor. These more complicated problems obey 
the same general principles, and show the same relationships, as 
do the more simple cases we have discussed but they cannot be 
analyzed so readily. Although some investigators have found 
ways of treating them statistically, businessmen continue to 
rely on cost-accounting methods for the solution of these cases. 


1 The unit cost is plotted on a separate scale to emphasize its U-shape. 
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Business Practice. — The great complexity of most actual 
problems in business practice rarely permits the utilization of the 
general method of analysis presented in this section. Thus busi- 
nessmen commonly have relied upon the method of trial and 
error. The manager makes a change in factoral proportion, 
notes whether his cost-accounting system indicates higher or 
lower cost, and on this basis proceeds to experiment with further 
changes. For example: 

In one case we found that by using 2 cents more worth of material 
in a certain small part we were able to reduce the total cost of it by 40 
percent. That is, the amount of material under the new method cost 
about 2 cents per part more than under the old, but the labor was so 
much faster that, under the new method, the cost which was formerly 
$0.2852 was now only $0.1663 — we carry our costs out to four decimals. 
The new method required ten additional machines, but the saving was 
nearly 12 cents per part . . . which, on a 10,000 a day production, 
meant a saving of $1,200 a day.^ 

m. MAXIMUM PROFIT 

Competition Assumed. — The analysis of the factors which 
determine the point at which the greatest net -profit is secured is 
much more involved than was the preceding treatment. This 
situation is due to the wide range of possible market conditions 
that management may encounter. In order to simplify the treat- 
ment as much as possible we shall assume that the producer in 
question is operating in a highly competitive field. Suppose he 
is a farmer. No matter what changes in production are under- 
taken, any one farmer finds that his output has no noticeable 
effect upon market prices. He may produce much or little, but 
the price at which he can sell his produce will not be affected. 
Hence we may assume a constant sales price for such a competitive 
producer. 

Receipts, Cost, and Net Profit. — Assume that the sales price 
for the total output in Table 25 is 33 cents per unit. When the 
outputs in the various combinations of the table are multiplied 
by this unit price we obtain the total receipts in those combina- 
tions. The deduction of the total costs in those combinations 

^ Foed, Henry (in collaboration with S. Crowther), “Today and 
Tomorrow,” Doubleday, Doran & Company, Inc., 1926, pp. 62-67. 
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from the receipts yields the amounts of net profit or has obtained. 
The significant data appear in Table 26. 

Table 26. — Net Peopit on Loss prom Table 25 with Selected Sales 

Prices 


Combi- 

nation 

Total 

output 

Total receipts ^ 

Cost 

Net profit or 

loss 

@ 20^^ 

33,i 

j 

Total 

Unit 

i 

@ 20,! 

@ SH 

@ 50^ 

a 

h 

c 

d 

e 

/ 

0 

h 

i 

3 

I 

225 

$45 00 

$74 25 

$112 50 

$77 

34 22 i 

-$32 00 

~$2 76 

$36 00 

J 

250 

50 00 

82 50 

125 00 

80 

32 00 

- 80.00 

2 60 

46.00 

K 

264 

52 80 

87 12 

132 00 

83 

31 44 

!- 30 20 

4 12 

49 00 

L 

276 

55 20 

91 08 

138 00 

86 

31 16 

- 30 80 

6 08 

62 00 

M 

286 j 

67 20 

94 38 

143 00 

89 

81.12 

- 31 80 

6.88 

54 00 

N 

294 

58 80 

97 02 

147 00 

92 

31 29 

- 33 20 

6 02 

66.00 

0 


60 00 

99 00 

160 00 

96 

31 67 

- 36 00 

4 00 

66.00 

P 

300 

60 00 

99 00 

150 00 

j 

98 

32 67 

~ 38 00 

1 00 

62 00 


When the sales price is 33 cents per unit a loss of $2.75 is sus- 
tained in combination I, but the remaining combinations of col- 
umn i in Table 26 show a net profit. This net profit is greatest 
in combination M. Thus the point of maximum profit is close to 
the point of least cost when the costs and prices are as shown. 
This near coincidence, however, will not always appear. 

Location of the Maximum-profit Point. — A change in the sales 
price will affect the location of the point of maximum profit. If 
the price is raised from 33 cents to 50 cents, the point of greatest 
net profit is changed from combination M to combination N~0 
(see Table 26). On the other hand, if the sales price is reduced 
from 33 cents to 20 cents, no profit is obtained, and a point of 
least loss appears in combination J. If the price is further reduced 
to 10 cents, the point of least loss will appear in combination G. 

Therefore we may say that a sales price just equal to unit cost 
in the least-cost combination will permit operation without profit 
or loss; receipts exactly balance costs at the least-cost point; 
and operation before or after this “break-even” point entails a 
loss. If the sales price exceeds unit cost in the least-cost com- 
bination, the producer will obtain a net profit; receipts will exceed 
expenditures in some combinations; but the maximum net profit 
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will appear only at an output greater than that at least cost. If 
the sales price is less than unit cost in the least-cost combination 
the producer cannot obtain a profit; costs will exceed receipts; 
and the point of least loss will appear at an output smaller than 
that at least cost. Hence a competitive producer cannot obtain 
his greatest profit if he operates at his least-cost point, provided 
he is able to secure any profit at all. 

This relationship of net profit to least cost should be thor- 
oughly understood. Figure 17 may be of assistance in this con- 



nection. The line of total cost, column / in Table 26, rises at a 
constant rate; the lines of total receipts, column d or c, are 
asymptotic and reach maximum values in combination 0, where 
15 units of input are utilized. A line drawn tangent to the curve 
of total receipts will be parallel to the line of total cost, where 
the distance between these curves is greatest if a net profit is 
obtained or least if a loss must be sustained. Such a line is shown 
at aa' in Fig. 17. As the sales price is reduced from 50 cents to 
33 cents, the curve of total receipts becomes less steep. Thus 
the tangent line aa' must be moved to the left if it is to remain 
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parallel to the line of total cost. A movement to the left means 
that maximum profit appears at a smaller output as sales price 
is reduced. 

Relation of Fixed Costs to Net Profit. — The total cost that was 
plotted in Fig. 17 is made up of two components. One is the 
fixed cost of $50 which results from the use of 5 units of the fixed- 
input factor at $10 each. If this cost were plotted separately 
in Fig. 17 it would be represented by a horizontal straight line. 
Thus the slope of the cost curve is due solely to the effect of the 
second component, namely, the variable cost which results 
from the use of different quantities of the variable-input factor 
at $3 each. Since it is only the slope of the total cost curve which 
is significant in respect to the tangent line aa' we may conclude 
that the amount of the fixed costs has absolutely no effect upon 
the location of the point of maximum profit. If the fixed cost is 
large the profit will be small or a loss may appear instead, but 
the combination of input factors which yields the best point of 
operation will not be altered by any change in fixed cost which 
does not change the physical input-factors used. 

A numerical example may help to clarify this point. Table 
23 showed the total and unit costs when the fixed-input factor 
cost was reduced from $10 to 1 cent. If we use these costs in 
conjunction with the total-receipts data of Table 26, when the 


Table 27. — Net Profit with Costs and Receipts from Tables 23 and 26 


Com- 

bina- 

tion 

Total 

output 

Re- 
ceipts 
@ 33?^ 

Cost 

F @ $10; 

7 @ $3 

Net 

profit 

Cost 

F @ 1^; 

7 @$3 

Net 

profit 

Total 

Unit 

Total 

Unit 

a 

b 



c 

d 

e 

/ 

g 

h 

i 

I 

226 

*74.25 

$77 

34.22i 

-$2.75 

$27.05 

12.022)^ 

$47.20 

j 

250 

82.50 

80 

32.00 

2.50 

30.05 

12.020 

52.45 

K 

264 

87.12 

83 

31.44 

4.12 

33.05 

12.519 

54.07 

L 

276 

91.08 

86 

31.16 

5.08 

36.05 

13.062 

55.03 

M 

286 

94.38 

89 

31.12 

6.38 

39.05 

13.654 

66.33 

N 

294 

97.02 

92 

31.29 

5.02 

42.05 

14.303 

54.97 

O 

300 

99.00 

95 

31.67 

4.00 

45.05 

15.017 

53.95 

P 

300 

99.00 

98 

32.67 

1.00 

48.05 

16.017 

50.95 
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sales price is 33 cents, we obtain the results shown in Table 27. 
The reduction of total fixed cost from $60 to 5 cents has the 
effect of moving the point of least cost from combination M to J, 
and of increasing the amount of profit received in each combina- 
tion by $49.95, but it has no effect at all upon the point of maxi- 
mum profit. This point remains at combination M. Therefore 
fixed costs do not determine the point of greatest net profit; the 
determination of this point is the result only of the relationship 
between the variable costs and the total receipts. 

Relation of Marginal Cost to Net Profit. — The preceding dis- 
cussion has been phrased in terms of total cost, total receipts, 
and total net profit. We shall reach the same conclusions if we 
approach the problem of the most profitable combination from 
the standpoint of unit, rather than total, figures. Thus we may 
relate marginal cost to unit sales price. 

As long as the marginal cost of producing additional units of 
output is les& than the sales price of those units, a net profit will 
be obtained. When the marginal cost per unit exceeds the price 
per unit, however, the unit in question will be produced at a loss. 
Thus the producer will limit his output to that point where 
marginal cost just equals the sales price. If he produces fewer 
units, the cost will be less than receipts and he can increase profits 
by expanding production to the point of balance. If he produces 
too many units, marginal cost will exceed sales price and his 


Table 28. — Net Profit with Marginal Costs from Table 25 


C/oinbinatioii 


a 


I 

J 

K 

L 

M 

N 

0 

P 


Marginal 

Output 

Cost 

V @ $3 

b 

c 

25 

12. Off 

14 

21.4 

12 

25.0 

10 

30.0 

8 

37.5 

0 

50.0 

0 

? 


Sales price per unit 


d 

e 

33ff 

50^ 

33 

50 

33 

50 

33 

50 

33 

50 

33 

60 

33 

60 

33 

50 

i 
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profits will be larger if he limits output. The essential data 
were given in Table 26. When we relate sales prices to these 
marginal costs, we obtain the figures shown in Table 28. 

If the sales price is 33 cents per unit, the point of balance 
between marginal cost and price is in combination M; if the price 
is 50 cents, the balance occurs in combination N-0. These 
combinations agree exactly with those found in Table 26 when the 
same situation was analyzed from the viewpoint of maximum 
net profit. Figure 18 shows this point of balance at the inter- 
section of marginal cost and price. Since marginal cost calcula- 



Fig. 18 . — Marginal cost, price, and net profit from Table 28 . 


tions are based on the cost of the variable-input factor alone, 
fixed or overhead costs play no part in the marginal analysis. 
The points of maximum profit found in Table 27, and shown in 
Fig. 18, give no indication whatever of the amount of profit 
secured, or of losses sustained, at those points. The marginal 
analysis tells us only the scale of production at which the i)lant 
should operate. We must use the data for total cost and total 
receipts, or for average cost in relation to marginal cost, if we 
seek information regarding the success or failure of operation at 
this best scale of production. 

Net Profit When Output is a Constant. — The cost analysis of 
the case in which both input factors are variables and the output 
is a constant was given in Table 24. Since total cost also is at 
a minimum in the least-cost combination in this case, we find the 
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point of maximum net profit always in coincideiioe with the point 
of least cost. No variation of costs or of sales price will change 
this coincidence. The marginal cost analysis cannot be applied 
to this case, however, for output is a constant, and so the marginal 
output is zero, and marginal cost is indeterminate. 

Net Profit When Oulput Is Proportional to Input. — In the 
stage of proportional physical output, an increase of the variable- 
input factor by a given percentage leads to an increase of the 
output by the same percentage. Thus the variable expenses here 
are directly proportional to output. In the absence of fixed 
expenses we have a condition of constant unit cost; if fixed costs 
are present, unit coat falls to the point of maximum production in 
the stage. Many factory processes show only the one stage of 
proportional output. The costs are of two kinds: Those which 
are fixed irrespective of output, as general overhead; and those 
which vary in exact proportion to output, such as direct labor 
costs. If the market will absorb the entire output of such a 
plant, maximum profit always coincides with maximum produc- 
tion. At maximum output the overhead cost is spread over the 
greatest possible number of units of product, so that the over- 
head cost per piece is lowest. Hence least unit cost, maximum 
net profit, and maximum output all coincide. An illustration 
typical of this case appears in Table 29. Since marginal cost is 


Table 29 . — Costs and Profits with Proportional Output 


Unite produced 

Marginal 

output 

Cost 

Reocipta 

@t2 

Profit or 
]om 

Fixed 

Variable 

Total 

Unit 

Marginal 

a 


■ 

■ 

e 

/ 

0 

h 

i 

100 

1,000 

10,000 

100,000 

1,000,000 

n 




15,001.00 
501.00 
61 OOi 
6 00 
1.60 

11 

1 

1 

1 

% 200 
2,000 
20,000 
200.000 
2.000,000 

-1499,900 

- 499,000 

- 490.000 

- 400.000 
-f 600.000 


a constant, the marginal analysis is not applicable to a case of 
proportional output under free competition and the determination 
of the point of best operation rests upon the analysis in terms of 
total net profit or loss. 
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Profit Analysis in the Absence of Competition. — The preceding 
discussion has been based upon the assumption of free competi- 
tion and the presence in the market of many competitors. Thus 
the output of any one competitor will have no effect upon the 
market price, so we have considered this price to be a constant. 
This condition of free competition is true of many important seg- 
ments of modern business and agriculture, but many other indus- 
tries have undergone so much consolidation and financial 
interconnection that price competition is no longer typical. 
Monopoly problems will be reserved for treatment in Chap. XV, 
but we may point out here that the monopolist is able to influence 
the prices paid for his output by altering the supply offered for 
sale. Therefore a constant price cannot be used in the analysis 
of maximum profits for such a business. Instead a relationship 
must be found between changes in price and changes in the 
quantity of goods taken by consumers. This relationship will 
be discussed in the treatment of monopoly price. Here it is 
necessary only to indicate that the point of maximum profit 
for a monopolist may appear before his point of least cost. If a 
low price is required to dispose of a large supply but a small 
quantity will bring a very high price, the monopolist may operate 
his plant at a small percentage of its full capacity — and therefore 
at a smaller output than its least-cost point — in order to maximize 
his net profits. 


IV. OTHER RELATED PROBLEMS 

Periodic Productivity. — All industries are subject to variations 
in the demand for their products. In some lines these changes 
take place over a period of years, the sales being larger in some 
years and smaller in others. Again, most enterprises are subject 
to seasonal fluctuations. Thus department stores sell more 
goods in December than in any other month of the year. Rail- 
roads do a great deal of business in the autunm, when their 
facilities may be strained to capacity in the movement of agricul- 
tural products. The United States Steel Corporation experiences 
a greater demand in the spring than at other seasons; and in the 
case of certain industries, such as street railway systems, and 
electric power and light, telephone, and telegraph services, a 
large part of the business is done during certain hours of the day. 
Thus periodic productivity is characteristic of our industrial 
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system. These changes in demand commonly cause similar 
changes in the points of operation of the plants concerned when 
it is impossible to store the commodity or service produced. 

Capacity, Load, and Diversity Factors. — The demand for power 
at a generating station will be greater at one time of the day than 
at another. The capacity of the plant is taken as the total pos- 
sible sustained output for some period, say 24 hours. Assume 
it is 50,000 kilowatts. The capacity factor is the ratio of the 
average (mean) output for the given period to the capacity (total 
possible output). If the 24-hour average output is 20,000 kilo- 
watts, the capacity factor is 40 percent. The load factor is the 
ratio of the average (mean) load to the maximum or peak load 
of the period (the latter also being an average but taken over a 
period of only a few minutes). With a peak load of 40,000 kilo- 
watts and an average load, as above, of 20,000 kilowatts, the 
load factor is 50 percent. 

If the normal load is less than output at the most efficient com- 
bination, the plant is, on the average, overbuilt. This situation 
is common in many industries today. Hence interconnection of 
electrical generating stations improves the capacity factor of any 
one station through the diversity factor, for peak loads on one part 
of a ehain may not occur at the same time as on another part. 
This condition is noticeable in oru; district, for example, where a 
mine and colliery load is going off at the same time that the electric 
traction load of a near-by city is just rising to its peak in the early 
evening. 

Everything said here is merely a rephrasing of the foregoing 
discussion. A low capacity factor thus indicates that the plant 
probably is operating less intensively than in the least-cost com- 
bination, and a peak load which approaches the capacity of the 
plant may mean that operation sometimes is pushed beyond the 
most profitable combination. It should be noted that capacity 
as defined above differs from the usage in other fields. Thus 
some accountants define capacity as the output at least cost; 
some economists define it as output at the maximum-profit point; 
and Webster defines it as maximum input. 

Additional Cost Terminology. — The costs we have discussed 
have been called fixed or variable according to whether they were 
traceable to the fixed-input or variable-input factors. Other 
terms also are important in treatments of cost and profit prob- 
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lems. One distinction is that between prime and supplementary 
costs. Prime costs, according to accounting procedure, are direct 
labor and materials expenses alone; supplementary costs include 
the remainder of business expense. Many economists, however, 
define prime costs as all avoidable costs, so that a plant shutdown 
would eliminate all prime costs. The supplementary costs then 
would be non-avoidable; thus they would continue even if plant 
operation were stopped. 

We also may distinguish the direct costs from the indirect costs 
of the business. Direct costs are those that can be allocated 
directly to particular units of product; indirect costs cannot be 
allocated to individual units, and so often are called overhead 
costs. The overhead or indirect costs, however, are of two kinds. 
Some indirect expenses continue whether the business produces 
goods or not. These are the fixed charges, such as interest on 
the investment in machinery and rent on the building and fac- 
tory site. Other indirect expenses are the result of operation. 
Examples of indirect operating costs are general ofl&ce expense 
and light and heat for the plant. 

Relation of Overhead to Net Profit. — When the overhead cost 
of an enterprise represents a large proportion of the total expenses, 
a relatively small variation in the volume of business leads to a 
disproportionately large fluctuation in net profits. Some enter- 
prises, of which the railroads are typical, have fixed or overhead 
expenses which constitute two-thirds or even three-quarters of 
the total cost of doing business. To illustrate the importance of 
overhead in such an industry, assume a corporation has a capitali- 
zation of $1,000,000 of which half is in 5 percent bonds and half 
in common stock. If the company has the following gross income 
and expenses, the net profit will be $80,000, which will represent 
a return of 11 percent on the common stock of $100 par value; 


Gross income $ 1 , 000 , 000 

Fixed expenses $600,000 

Variable expenses 320,000 

Total cost 920,000 

Net profit $ 80,000 Bond interest: $25,000 


Return per share of stock: 11 % Earnings per share: $11 

If the volume of business increases 10 percent, the variable 
expenses may increase by that amount but the overhead would 
be unchanged if the company had sufficient excess capacity. 
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With the increased volume, the return per shaje of common 
would be 24.6 per cent: 


Gross income $1,100,000 

Fixed expenses $600,000 

Variable expenses 352 , 000 

Total cost 952,000 

Net profit $ 148,000 Bond interest: $25,000 


Return per share of stock: 24.6 % Earnings per share: $24.60 

On the other hand, if the volume of business decreases 1 0 per- 
cent, the company will fail to earn bond interest by $13,000: 


Gross income $900 , 000 

Fixed expenses $600,000 

Variable expenses 288,000 

Total cost 888,000 

Net profit $ 12,000 Bond interest: $25,000 


Deficit, bond interest not earned: $18,000 

Selling Expense. — Finally, we have selling expense. The cost 
of selling goods may be due to salesmen’s salaries and expenses 
and to advertising costs. Most economists seem to feel that 
production costs are the only expenses that need to be considered. 
Since sales cost frequently accounts for more than half of the 
final price of many commodities, it must not be overlooked. 

Some selling costs partake of the nature of fixed charges and so 
do not affect the point of maximum profit if the business is 
characterized by less-than-proportional output. Other selling 
expenses are directly proportional to output, and so represent a 
constant cost per unit of product. Finally, there are some 
selling costs which will vary but not in proportion to output. 
These expenses affect the point of maximum profit in the same 
way as do variable-input factor costs. On the other hand, if the 
business is one in which output varies proportionally with input, 
selling costs which increase the overhead enhance the pressure 
to operate at full capacity in order to spread these expenses over 
as many units as possible. In any case, selling costs must be 
considered along with production costs, if the correct point of 
operation for the business is to be determined. 

Dumping. — If a plant is suffering from a low capacity factor, 
its management will attempt to increase production to cut the 
overhead cost per unit. If more goods cannot be disposed of in 
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the home market without disorganizing it, overhead cost some- 
times may be reduced by selling the goods elsewhere. This 
process of selling goods on a secondary or foreign market more 
cheaply than at home is called dumping. The minimum price 
for which the goods can be sold in the secondary market is the 
direct cost including freight. Any receipts in excess of this 
amount are “velvet.” If overhead costs are covered by the 
domestic sales, the excess is net profit; otherwise the excess may 
be used to help carry the overhead. 

Heavy overhead costs are characteristic of such enterprises as 
light and power companies; telephone, telegraph, and cable 
services; and railroads. The load factors of these industries 
indicate that the peak load is handled for only a part of the 
operating period. Thus low rates are paid to consumers who 
patronize the company’s services in slack hours. Night rates for 
telephone, telegraph, and cable services are lower than day rates. 
Railroads make use of the practice of dumping when they operate 
excursion trains at low fares or grant round-trip rate reductions, 
in order more fully to utilize track and equipment. 

Idle overhead may be applied to the human factor as well as 
to unused plant and equipment. Thus all unemi)loyment repre- 
sents an idle overhead charge that must be borne })y the economic 
system as a whole in the same way that charges for unused plant 
capacity are borne by indi^ddual industries. Such overhead costs 
are quite important when the efficiency of the economic system 
as a whole is considered. ’ 

Size of Plant. — Many persons speak quite glibly of the size 
of one plant as compared with another or as contrasted with itself 
at some other period of tiimq yet size is an indefinite term. Size 
of plant may be thought of in at least six ways, as follows; (1) 
The fixed-input factor may be the basis of measurement, as in 
the case of a railroad whose size is determined by its track mile- 
age. (2) The variable-iupui factor may determine size as, for 
example, where the number of workmen employ(‘d in the plant 
forms the basis of estimation. (3) Output may determine size, 
as is the case of power plants rated according to the horsepower 

1 Ci.ARK, J. M., “Studies in the Economics of Overhead (^osts,” Univer- 
sity of Chicago Press, 1923; G. P. Watkins, A Third Factor in the Variation 
of Productivity, American Economic Review, Vol. 5, No. 4, December, 1915, 
pp. 763-786. 
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or kilowatts delivered. (4) The capitalization or the money value 
of the enterprise may be taken to indicate its size. (5) Total 
pay roll may be used to judge the size of an enterprise. (6) The 
earning capacity of the business may be the basis upon which 
size is determined. 

The efficiency of operation often is said to increase as the sizt; 
of plant increases, at least until a point is reached where the firm 
becomes too large and unwieldy. The suggestion thus is that size 
of plant is a factor in the determination of over-all efficiency in 
addition to, and quite separate from, the problems of factoral pro- 
portion previously examined. This position is unsound, accord- 
ing to the viewpoint in this chapter. All factors may be taken 
as variable except management; in this case the size of plant, no 
matter how defined, is being adjusted to the manager’s ability. 
Size of plant, therefore, may be consid(*red merely as one aspect 
of the physical fact of non-proportional output. 

On the other hand, two })lants producing the same quantity of 
a given i)roduct may utilize factoral proportions which are quite 
dissimilar. One plant may depend upon a large labor force while 
the other employs many automatic machines, as is the case with 
a well-known automobile-frame manufacturer in Milwaukee. 
His “hand” mill employed 2,000 men but it produced no more 
frames per day than the “automatic” mill with a sc.ant 200 men. 
A determination of which is the larger plant will depend entirely 
on the definition of size that is chosen. 

Those industries recpiiring a large amount of hand labor appear 
to reach the most efficient size as regards managerial ability, when 
measured in any wuiy except that of mimber of employ(‘es, much 
earlier than those composed primarily of automatic machine 
processes. A central power station, for example, could be very 
much larger than an establishment producing men’s clothing to 
order, since* the manager’s ability to coordinate the various fac- 
tors of production is soonest limitod by a large labor force. 

The Location of Industry. — Another aspect of the law of non- 
proportional output, and the search for the most efficient com- 
bination, is to be found in the factors which determine the 
location of industry. This problem has been treated in great 
detail by Alfred Weber, a German economist. In discussing the 
influence of transportation costs upon the orientation of produc- 
tion, he says: 
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Production must find the points of minimum ton-miles . . . How are 
they to be found? The fact from which we start is that such a location, 
wherever it may lie, always shows the following transportational rela- 
tion: The entire weight of the materials which are used in the production 
must be moved to this location from the material deposits; and the 
weight of the product must be moved away from this location to the 
place of consumption. . . . Let us imagine a process of production 
which uses two localized materials Mi and ilfj, three-fourths ton of one 
and one-half ton of the other being necessary in order to produce one 
ton of the product (which must be transported from the location of 
production L to the place of consumption C). The locational figure 
shows the weights three-fourths and one-half moving along the compo- 
nents of the two materials ; while the component of consumption carries 



the weight one. ... It follows as a general principle that the location 
will be near the individual corners or far from them according to the 
relative weight of their locational components.^ 

A similar procedure then is applied by Weber to the other 
factors of importance in determining the location of industry, 
whereupon the respective costs are introduced so that his analysis 
presents a means of determining the least-cost location for the 
plant. If such a location is found, the unit cost of the plant’s 
most efl&cient combination of the factors of production will be 
lower than the corresponding unit costs of other plants not so 
advantageously located. The locational factor, therefore, may 
be considered as a part of the general problem of non-proportional 
physical output. 

Centralization of Industry. — As a result of early development, 
natural advantages, superior transportation to and from markets, 
adequate labor supply, and other factors, American industry 

‘ Fribdbick, C. J., "Alfred Weber’s Theory of the Location of Industries,” 
1929, pp. 53-55. Reprinted by permission of the University of Chicago 
Ihress. 



FACTORAL PROPORTION 


263 


has come to be highly concentrated geographically. When 
measured in terms of employment, 74 percent of manufacturing 
wage jobs are found in only 6.7 percent of the 3,000 counties of the 
nation so that the remaining 93.3 percent of the counties contain 
only 26 percent of the wage jobs. In 1899, 75 percent of these 
jobs were located in the New England, Middle Atlantic, and 
East North Central states. By 1933 some migration to the 
South Atlantic states had occurred, so that the four regions 
together accounted for 81 percent of the jobs at the latter date. 

Some relocation of industry occurred between 1928 and 1933. 
Thus the New England states and the East North Central States 
gained more wage jobs than were lost to other regions during this 
period, while the Middle Atlantic and West North Central regions 
lost more wage jobs than were gained. An investigation of the 
centralization of industry made in 1935,^ however, reached the 
conclusion that relatively little decentralization had occurred in 
recent years except in the South Atlantic states, w'here industry 
already was scattered, and in the case of textile and boot and 
shoe industries, which have a very high ratio of labor cost to 
value added in manufacture. Thus the suggestion that cheap 
electric power will attract manufacturing from large cities to 
the countryside has not yet been borne out in practice and many 
industries, indeed, may not move to rural areas even if cheap 
power is available since power costs often are not a determining 
factor in locational problems. 

“Historical Diminishing Returns.” — The foregoing analysis of 
non-proportional output has been based upon the assumption 
of a timeless, static economic system in which the effe(*ts of new 
inventions and discoveries have been disregarded. Under that 
assumption we have shown that production cannot be expanded 
indefinitely without passing into or through the stage of less-than- 
proportional output. Thus the ‘Uaw^ of diminishing returns” is 
said to be all-pervasive and inescapable. This statement, how- 
ever, must not be taken to mean that the effects of the law can- 
not be offset or at least delayed by new inventions. When the 
static assumption is withdrawn and now inventions and dis- 
coveries are introduced into the economy, we find in fact a long 
history of production in the stage of more-than-proportional out- 

^ Ckkameb, D. B., “Is Industry Decentralizing?” University of Pennsyl- 
vania Press, 1935. 
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put (increasing returns). Thus some economists deny the pres- 
ence of the law of diminishing returns in real life because they do 
not find it in operation when previous years are compared with 
the present. They would say there is no such thing as “ historical 
diminishing returns” and might cite data similar to the figures 
charted in Fig. 20 to prove the point. 

The definitely rising trend of physical output per man over a 
quarter of a century is clear evidence of the fact that inventive- 
ness delays the operation of the law but it is no proof whatever 
of the claim that the law merely is a figment of the imagination. 


Fig. 20. 
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-National physical productivity per man for the Unitt^d States, 

1899-l<>22.i 


Controlled experiments in widi'ly sojiarati'd fii'lds of activity 
have .shown beyond a sliadow of a doubt that proportional and, 
eventually, diminishing returns are inescapable unless discoveries 
continue to expand the field of man's knowh'dge. Thus the 
premium society places upon new inventions may be well justi- 
fied because it serv^es to hold back the opc'ration of historical 
diminishing returns which otherwi.se would result in a falling 
productivity per man and so, i)erhaps, in a declining standard 
of living as population continues to grow. 

The Population Problem and Non -proportional Output. — One 
of the fundamental problems facing every nation concerns the 

^ Adapted from Paul Douglas, American Economic Review Supplement, 
March, 1928. (Index of Physical Productivity, p, 149, divided by Index of 
p]inployoes, p. 148; straight-line trend fitted.) 
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relation of its population to its natural resources. Under given 
industrial methods there is an optimum population of a nation, or 
of the world, for the available resources. The natural resources, 
in this instance, comprise the fixed factor, the number of people 
being considered as variable. The desirable combination of these 
factors is the one yielding the greatest output per person, i.e., the 
variable optimum combination. If the number of inhabitants of 
a country is less than this amount, additions to the population 
will increase the average output per person. A population greater 
than the variable optimum, on the other hand, will result in a 
reduced per capita output. The reduced per capita output will 
impair living standards and will react unfavorably on the general 
welfare of the nation. 

This relation between numbers and resources gives rise to 
many important problems. What, for example, is the situation 
in the United States? Do w'e have an optimum population 
today? If not, by how far do we miss the mark, and in w'hich 
direction? If new inventions and imi)roved production methods 
are introduced at a sufficiently rapid rate, can population con- 
tinue to increase without i)assing the optimum? 

Although the significance of these questions is e^ddent, they 
cannot be answ’cred with a high degree of precision. Detailed 
information b<'aring on these points (ither is not available or 
else is open to more than one interju-etation. The importance of 
the pojmlation problem is in no w^ay mitigated by this situation, 
however, for it is an all-pervading fact of economic life. 

Problems 

87 . The following tabic shows the relation of fuel mixture to the power 
developed by a Willys Knight motor at a constant speed of 1,000 revolutions 
per minute under luilf load.* 

o. Locate the fixed and variable optimum combinations. 

h. Can you locate the most efficient C'^'mbmation if co.st data are unknown? 
Why? 

c. If the fixed factor costs 10 cents per unit and the variable factor costs 
$1.43 per unit, locate the least-cost combination. Under what conditions 
might operation occur at some point other than the least-cost combination? 
Explain. 

‘ The Carburetion of Gasoline, Phirdue University, Engineering Experi- 
ment Station, Bulletin 5, 1920, p. 6. 
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Combina- 

tion 

Input (needle valve 
adjustment) 

Output (b, hp.) 

Average 
output 
(b. hp. per lb. 
of gasoUne) 

Lb. dry air 
(fixed) 

Lb. gasoline 
(variable) 

Total 

Proportional 

A 

100 

4 

4.0 


1.000 

B 

100 

5 

6.6 

5.00 

1.320 

C 

100 

6 

10.6 

7.92 

1 .767 

D 

100 

7 

12.2 

12.37 

1.743 

E 

100 

8 

12.5 

13.94 

1 .563 

F 

100 

9 

12.4 

14.06 

1.378 

G 

100 

10 

12.2 

13.78 

1 220 

H 

100 

11 

11.8 

13.42 

1.073 

I 

100 

12 

11.0 

12.87 

0.917 


88. In 1935 the Ender Manufacturing Company had total sales receipts 
of $1,000,000. Its fixed expenses were $550,000; its variable expenses were 
$400,000. In 1936 total sales receipts increased 10 percent and profits 
120 percent over 1935, though fixed expenses remained unchanged. In 
1937 total sales receipts fell 10 percent below the 1935 level and the com- 
pany sustained a loss. 

a. Show the amount of sales, fixed and variable expense, total expense, and 
profits or losses for 1935, 1936, and 1937, in tabular form. 

h. On the basis of the tabulated data account for the changes in profits, 
c. Is this company an example of proportional, less-than-proporlional, 
or constant output? Why? 

89 . An advertising brochure gives the following data on the performance 
of a six-cy Under “caterpillar” Diesel engine: 


Fuel, lb. 

B. hp. 

R.p.m. 

(approx.) 

32 

65.5 

440 

36 

77.5 

512 

40 

90.0 

578 

44 

100.2 

655 

48 

108.8 

708 

52 

116.5 

777 

56 

122.3 

827 

60 

127.1 

866 

64 

130.9 

905 

68 

134.2 

937 

72 

136.4 

960 

76 

136.7 

963 
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а. Compute average and per-unit marginal brake horsepower for each 
quantity of fuel consumed. Name the stages of output shown. 

б. At what jjoint does marginal b. hp. intersect average b. hp.? Explain 
why the intersection mvst occur at this point only. 

c. What conclusions can you draw from this table regarding the best 
speed of operation for this motor? What additional information is neces- 
sary for a complete answer to this question? 

90 . a. Explain the meaning of the term “stage of less-than-proportional 
output.” 

h. Is it possible for the effects of the law of non-proportional output to be 
offset (overcome) in some way? Explain. 

c. State, without the use of figures, the relationsliip between (1) the point 
of least cost and the stage of less-than-proportional output; (2) the point of 
greatest profit and the point of least cost. 

91 . The following table shows the relation of throttle opening to the power 
developed by a Model-T Ford motor at a constant speed.' 


Com- 

bination 

Inputs 

Output 

Average 

output 

(B. hp. per lb. of 
gasoline) 

Motor 

(fixed) 

Lb. gaso- 
line (varia- 
ble) 

B. hp. 

% of 
capacity 

A 

1 

3 

1.785 

21.8 

0.595 

B 

1 

4 

2.856 

34.9 

0.714 

C 

1 

5 

4.760 

58.2 

0.952 

D 

1 

6 

6.120 

74.8 

1.020 

E 

1 

7 

7.000 

85.6 

1.000 

F 

1 

8 

7.696 

94.1 

0.962 

G 

1 

9 

8.181 

100.0 

0.909 


a. lx)catp the stage of less-than-proportional output. Why is this stage 
important? 

h. How many stages of output are shown? How many would it be possi- 
ble to find theoretically in an experiment of this particular type? 

c. Under what conditions would least cost appear in combination Dt 
Combination G? Why? 

d. When might it he profitable to operate in combination J5? Why? 

92 . You arc appointed manager of a small company making automobile 

heaters. Your supplies of machines, tools, and factory space are definitely 
fixed, but you have the option of employing as many workers as you wish. 
Explain in terms of the law of non-proportional output how you would 

' Ford motor (Model T) at constant speed of 600 revolutions per minute 
with varying loads; adapted from Test of a Ford Motor, thesis for the degree 
of Bachelor of Engineering, No. 163, by R. R. Brown, V. H. Colon-Morales, 
G. E. Edmunds, 0. F. Rehn, Ohio State University, 1917. 
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determine the number of men that would yield the largest profit. Figures 
are not necessary. 

98 . “The larger the business the lower the cost per unit of output.” 
Is this true without limit? Or only within limits? Or not at all? Why? 

94 . Would a higher birth rate and increased immigration be conducive 
to a greater per capita output in the United States or should the nation pro- 
hibit immigration and encourage contraception practices in order to advance 
the general welfare? Have European or South American countries 
reached the optimum population? Discuss. 
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CHAPTER XIV 

COMPETITIVE PRICES 


Consumers, middlemen, and producers continually are engaged 
in a daily round of buying activities in order to satisfy their 
requirements for food, clothing, entertainment, raw materials, 
laborers’ services, and numerous other items. Similarly a major- 
ity of these same individuals act the part of sellers in order to 
dispose of their goods or services in exchange for an income which 
will permit them to buy consumption goods. Bu3dng and selling 
give rise to the exchange process, in which goods are exchanged 
for goods in the final analysis but for money in the immediate 
sense. Since our economic society is largely pecuniary, almost 
everything has its price — its monetary equivalent — if it is of eco- 
nomic significance. Prices are the common denominator of the 
economic- or exchange-value of things, and exchanges between 
buyers and sellers are effected on the basis of prices asked, offered, 
and received. It may be very difficult to ascertain exactly how 
prices arc determined in every individual case but some general 
principles may be formulated upon the basis of observation and 
deductive reasoning. 

Buying at the Grocery. — Since everyone is familiar with retail 
transactions, we may introduce the subject of prices by a brief 
examination of the exchange process in the corner grocery. 
Much of the food consumed in households is selected personally, 
although some of it is purchased by description over the telephone. 
Housewives may prefer to examine meats, fresh fruits, and vege- 
tables to determine the quality; they may visit the grocery hoping 
that attractive displays will yield an inspiration for the next 
meal; or they may wish to compare prices in several stores on 
standardized merchandise or branded articles. Thus the buyer 
judges whether the price is high or low with reference not only to 
the cost per unit but also to the quality of the unit, for the height 
of the price clearly depends upon both variables. 

Most grocers plainly mark the prices of the goods on their 
shelves for the convenience of their customers, to assure all cus- 
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tomers that they are paying the same prices, and to make cer- 
tain that the correct prices are charged. If the housewife thinks 
the price is too high on her favorite brand of breakfast food she 
may not purchase it, or if she discovers that there is a sale on 
this brand she may buy more of it because of the unusually low 
price. If she is not familiar with the brands displayed, she may 
select the one at the highest price because she expects it to be of 
the highest quality, or she may take the cheapest brand because 
she thinks it will be just as good; she may select a brand because 
she has seen it advertised; or she may ask the grocer for his 
advice on which brand to buy. 

Consumer Choices and Prices. — Probably it does not occur to 
the housewife that her buying activities have any bearing upon 
the prices of groceries. She feels that their })riees are fixed 
entirely by the grocer. They determine only what she shall buy 
and how much; but when she refuses to buy an article she regis- 
ters indifference or outright disapproval and so limits its sale, at 
least in that store. When she makes a purchase her act expresses 
approval of the article at the price asked and so its sale is stimu- 
lated. These points apply as well to the purchase of thousands 
of dollars’ worth of materials by a large corporation as they do 
to the buying of household supplies at the corner store. 

How the Grocer Marks His Prices. — When the grocer marks 
prices on his goods he attempts to name prices that will be popular 
with the public and will invite purchases, yet that will permit 
him at the same time to cover his costs and to make a satisfactory 
profit. Usually he cannot be successful in both these aims simul- 
taneously. High prices will yield larger profits per unit but 
competition from neighboring stores will reduce his patronage, 
while low prices will increase his volume of trade but may elim- 
inate net profits altogether. Thus the experienced seller realizes 
that he is at the mercy of the public in disposing of his merchan- 
dise, and that he is not a price dictator even though h(' might like 
to be one. The grocer cannot always estimate exactly what the 
public wants. Some articles will sell more quickly than had been 
anticipated, while others will sell more slowly. If sales are good 
the price may be raised somewhat, while if they are slow' the price 
must be reduced eventually in order to dispose of the goods. 
The seller hopes to enjoy profits from his merchandising, when 
profits and losses are averaged out over a year’s time, but he 
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knows that he may be more or less successful than he had planned 
to be. 

Prices. — Certain conclusions may be drawn from this brief 
description of merchandising practice. Thus the function of 
commodity prices is to regulate the production and consumption 
of the articles to which they apply. The world is not so rich that 
every demand can be satisfied; thus supply and demand forces 
are brought into equilibrium by means of the machinery of prices. 
When a commodity bears a certain price, this price not only 
selects those individuals whose purchasing power and whose 
desire for the commodity are great enough to induce them to 
pay the price, but also determines the quantity that will be forth- 
coming in view of the production costs that prevail. At the same 
time that the commodity goes to the favored purchasers, all 
others are excluded from securing it by the height of the price, 
so that demand thus is reduced to a point corresponding 
to the relative scarcity of the article. Therefore the reason 
for a price always is the scarcity of supply as contrasted with 
demand. 

Here is a motorcar selling for $875, hosiery for 99 cents a pair, 
coats at $98.50, a suite of furniture for $169.75, a radio set for 
$69.98, and so on. Why are these prices as they are? Why 
does the radio set not sell for 99 cents or for $875? Why should 
it be offered at $69.98 instead of $70? This and the two following 
chapters on prices will present answers to these questions. The 
present chapter will discuss price determination in terms of the 
interactions of the forces of supply and demand under competitive 
conditions. The next chapter will consider the setting of retail 
prices, as w(3ll as quasi monopoly and monopoly prices. The 
third will deal with those prices that are fixed directly or indirectly 
by governmental authority. 

Supply. — The term supply means the number of units of an 
article that will b(‘ offered for sale at a given price, while the phrase 
supply schedule refers to the list of the number of units that would 
be offered at each of a series of possible prices. Supply does not 
refer necessarily to the total number of units produced at the 
given price, since part of the output may be stored in expectation 
of a higher i)rice at a future date. In general, however, the total 
number of units produced in a given period will be offered for 
sale in that period. 
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What is the relation between price changes and the number of 
units offered for sale? If the price of a given grade of bituminous 
coal at the mine increased from $2.50 to $7 per ton, unquestion- 
ably the production of coal would be greatly augmented. This 
addition to supply would be composed of two parts. First, the 
mines already in operation would become more active, more 
miners would be placed on the pay roll, and a greater daily output 
would result. Second, some mines that had been closed down 
because of the former unprofitable state of the market would 
resume operations and, if there was reason to believe that the 
higher price would continue for some time, new mines might be 
opened, thus further swelling the supply offered for sale at the 
higher price. 

Conversely, if the price of bituminous coal at the mine fell from 
$2.50 to 25 cents per ton, the production of coal would be cur- 
tailed. This restriction would appear, on the one hand, as a 
slowing down of the rate of extraction in some mines through the 
laying off of miners and the curtailment of the hours of work per 
week and, on the other, as the complete closing down of those 
mines that would not be operated at all under such eonditions. 
Therefore, the higher the price the greater the siip]>ly offered for 
sale, and the lower the price the smaller the supply off (Ted for 
sale. This situation may be presented abstractly by means of a 
supply schedule compos(‘d of assumed data, as shown in Table 30. 

Table 30. — Assumed Supply Schedule of Bituminous Coal 


Supply, 

millions of tons 

Price 

450 

$7.00 

400 

5.50 

350 

4.00 

275 

2.50 

175 

1 .00 

50 

0.25 


This information may be shown in the “smoothed” supply 
curve shown in Fig. 21. The smoothing process is permissible 
only on the assumption that the series is continuous rather than 
discrete, i.e., that there would be an infinite number of small 
variations in supply with corresponding small variations in price. 
Most actual price series are discrete, yet these curves will be useful 
in clarifying an understanding of supply and demand conditions 
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just as long as care is taken to remember that infinitely small 
variations do not really occur. Furthermore, the supply curve 
is based on the assumption that competition is so perfect that all 
the price-supply relationships fall on the supply curve. Finally, 
the typical supply curve presents information relative to a given 
moment of time. It shows the amounts that would he supplied 
now if the prices were as shown, and not the quantities that will 
be offered during the next week, month, or year. 

Demand. — Demand refers to the number of units of an article 
that will be purchased at a given price and therefore includes 
not only the desire for a commodity but also the ability and 



Fig. 21. — Assumed supply curve for bituminous coal. 

willingness of the buyer actually to purchase it at some price. 
Thus demand is influenced, among other things, by the price of 
the article and by the amount of purchasing power available in 
the hands of its possible buyers. 

The behavior of demand is the reverse of supply in so far as 
price changes are concerned. If the price of bituminous coal 
rises from $2.50 to $7 p(‘r ton, there will be a considerable reduc- 
tion, ordinarily, in the numb(!r of tons desired. Some bituminous- 
coal buyers will use substitutes such as anthracite coal, natural 
or artificial gas, and oil. Others, who cannot make use of sub- 
stitutes, will be much more economical in their use of coal. Hence 
the number of persons in the market for coal will be reduced by 
a sharp rise in its price, and the number of tons desired by those 
remaining in the market will be curtailed. 
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If the price of coal should fall from $2.50 to 26 cents a ton, the 
number of units demanded would undoubtedly increase. Bitu- 
minous coal would be substituted for more expensive fuels by 
persons who entered the market at the lower price, and the 
amounts purchased by those already in the market would increase. 
This situation may be illustrated by the demand schedule, given 
in Table 31. 

Tabus 31. — Assumed Demand Schedule fob Bituminous Coal 


Demand, 
millions of tons 

Price 

225 

$7.00 

275 

5.50 

350 

4.00 

400 

2.50 

450 

1.00 

525 

0.25 


The demand situation also may be presented as a smoothed 
curve, Fig. 22, which refers to the assumed demand for coal and 
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Pio. 22. — Assumed demand curve for bituminous coal. 

is to be interpreted in a manner similar to that set forth above m 
the discussion of supply. 

In the discussion of the law of diminishing utility in Chap. XII, 
a bar chart was used. If that bar chart were converted into a 
smoothed curve of utility, it would show a close resemblance to 
the demand curve given above. This is because the demand 
curve is a composite of a series of personal demand schedules 
which are based directly on diminishing utility. Hence we should 
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expect the curves of utility and of demand to evidence this simi- 
larity in regard to direction of slope. 

Typical Demand Curves . — Four typical demand curves for 
agricultural products are shown in Fig. 23. Since these curves 



Production Production 




Fig. 23. — Demand curves for specified agricultural products in the United 

States, i 

represent lines of best statistical fit to a group of points, the 
demand areas are drawn so that the probability is 1 out of 2 that 

^ Adapted from Warren, G. F., and F. A. Pearson, Interrelations of 
Supply and Price, Cornell University Agricultural Experiment Station, 
Bulletin 466, 1928, pp. 7, 26, 34, and 36. 
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any demand-price relationship for the period covered will fall 
within the area. Supply areas, of course, may be drawn in the 
same manner. 

Supply and Demand in Market-price Determination. — When 
the two schedules explained above are combined a supply and 
demand schedule is obtained by means of which the price that will 



Fig. 24. — Assumed supply and demand curves for bituminous coal. 

be established for bituminous coal under the conditions set forth 
in the two schedules can be determined (sec Table 32 and Fig. 24). 

Table 32. — Assumed Supply and Demand Schedule 
OF Bituminous Coal 
(Millions of Tons) 


Supply 

Price 

Demand 

450 

$7.00 

225 

400 


275 

360 

4.00 1 

360 

275 


400 

175 


450 

50 


525 


Under the conditions as assumed, the price of bituminous coal 
at the mine would be $4 per ton. It could not be more, because 
the number of units offered for sale at such a price, say $5.50, 
would so far exceed the number demandi^d that some of the sellers 
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would offer coal at a lower price in order to dispose of their hold- 
ings. The lower price, $4, would exclude part of the supply from 
the market; at the same time, it would induce additional buyers 
to enter the market and thus would permit the entire supply 
offered at $4 to be sold. 

The price could not be less than $4 a ton, on the other hand, 
because so many persons would be competing against each other 
in order to buy the small number of units offered that the price 
would be bid up to $4. At the same time, supply would be 
increased so that all those demanding coal at this price would be 
able to secure it. Hence, under a condition of free competition, 
price will be set at the point where supply and demand are equal 
i.e., at $4 and at no other point. 

Altered Supply Conditions. — ^The above discussion presupposes 
no changes in production technique or in costs of production. 
If such variations do occur, a change in the entire supply schedule 
will be required. A similar result will be found if the costs of 
operation are reduced whether by cheaper labor, materials, and 
power; by the discovery of better methods of operation; or by the 
invention of new processes and machinery. A reduction in cost 
of operation will lead to a greater output at each of the given price.s. 
Hence the entire sujiply schedule must be changed, and a new 
price will be established, as in Table 33. If costs had risen, on 

Table 33. — Altered Supply Conditions, Costs Reduced 
(Millioius of Tons of Bituminous Coal) 


Alien'd supply 

1 

Price 

Demand as before 

to 

17.00 

225 

500 

5.50 

275 

450 

4 00 

350 

400 

2.50 

400 

350 

1 00 

450 

275 

0.25 

525 


the other hand, the amount produced and offered for sale at a 
given price would have decreased. Price would have risen in 
this event, rather than have falhm as it did before. 

The behavior of supply and demand in Table 33 requires us to 
distinguish (carefully between two possible meanings of the phrase 
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“a change in” supply or demand. Has supply increased? Has 
demand increased? To answer these questions intelligently, 
we must recall the difference between a schedule and the items 
within the schedule. Thus the supply schedule has changed: 
Supply has increased, if we mean by that statement the fact that 
all items in the supply schedule are larger than they were before 
ai the same 'prices. According to this meaning, there has been no 
change in the demand schedule at all. The amounts that would 
be taken at given prices are the same as they were before the 
change in supply. However, the amount of demand actually in 
the market obtaining the satisfaction of wants is greater than 
before. Therefore we may say demand has changed, hut in terms 
of a totally different meaning of the phrase. A different part of 
the original demand schedule is effective now because of the 
change in price. The independent variable was the change in 
the whole supply schedule and the dependent variable was the 
change in the effective demand. One of the most common errors 
of the average man in economic discussions is tliat of confusing 
these two simple meanings of “change.” The student should 
watch very carefully his use of this term. 

Altered Demand Conditions. — Demand conditions are also 
subject to change from time to time. The consumer’s demand 
for a commodity may be enhanced through an iiuirease of his 
purchasing power or changes in the prices of substitute articles, 
or because of the discovery of new uses for the jjroduct, or because 
of fashion changes, or through modifications of his standard of 
living. Such alterations in consumer demand will require the 
substitution of an entirely new demand schedule. Table 34 shows 
the effects of such an increase in demand; the effective supply 

Table 34. — Altehed Demand Conditions, Demand Increased 
(Millions of Tons of Bituminous Coni) 


Supply as before 

1 

Price 

Altered demand 

450 

$7.00 

300 

400 

5.60 

400 

350 

4.00 

450 

275 

2.50 

500 

175 

1.00 

525 

50 

0.25 

550 
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has been increased as a result of the changed demand schedule. 
Demand may be reduced, on the other hand, through changes oppo- 
site to those just mentioned. This alteration would require the 
substitution of still another demand schedule, and the determin- 
ation of another price, to represent the altered situation. 

The Elasticity of Demand. — The degree to which the number 
of units demanded varies with changes in price in any given 
demand schedule is highly important. This elasticity of demand 
may be unitary, more than unitary, or less than unitary. In order 
to determine which classification fits a particular case it is neces- 
sary only to divide the total receipts (demand X price) at a 
given price by the total receipts at the next higher price. If the 
quotient is 1.0, the elasticity of demand is unitary; if any decimal 
less than 1.0, elasticity is less than unitary; if any quantity more 
than 1.0, elasticity is more than unitary. Thus in the first 
demand schedule presented (Table 31), the elasticity of demand 
is less than unitary throughout, as shown in Table 35. 


Price 

$7.00 

5.50 

4.00 

2.60 

1.00 

0.25 


Table 35. — Elasticity of Purchase 
(Millions of Tons) 




The extreme limits of variation are zero elasticity if a given 
quantity will be taken at any price, and 100 percent elasticity if 
a whole series of quantities will be taken at a given price. 

Factors Affecting Elasticity. — Several factors may affect the 
elasticity of demand for a particular article. One of the most 
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important is the law of diminishing utility (see Chap. XII), which 
says that the consumption of successive units of an article results 
in the diminution of the utility of each additional unit. The 
consumer is thus led sooner or later to forsake this commodity and 
to turn to some other one in order to satisfy his remaining wants. 
A second important factor in elasticity is the possibility of substi- 
tution. If the price of wheat is too high, it is relatively easy for 
the consumer to change to the use of corn, rye, or barley. Thus 
the elasticity of demand for wheat is more than unitary at high 
prices. This relation of elasticity to price is due to the close 
connection between elasticity of demand and limitation of pur- 
chasing power. If an article costs so little that the amount spent 
for it during a week, or a month, does not appreciably affect an 
individual’s budget, an increase in its price might lead to but 
little curtailment in the amount purchased, if there is no ready 
substitute. 

A third important factor lies in the customary or habitual 
nature of certain prices. Thus the habit of paying a particular 
price for a particular article tends to make its elasticity of demand 
more than unitary above the usual price. Customers may regard 
an increase in a long-established price as being so unreasonable 
that many of them will refuse to purcha.se the commodity at any 
higher price. Finally, the nature of the article is an important 
determinant of elasticity. Thus if an article is a “luxury” its 
demand will bo more elastic than if it is a “necessity,” .sim^e con- 
sumers cannot very well forego the use of the latter type of 
commodity. 

Relation of Elasticity of Demand to the Farm Problem.— Elas- 
ticity of demand is of the greatest importance in t he ca.se of agri- 
cultural products. The effect of an abnormally large crop of 
cotton on 1926 cotton prices is illustrative. This crop, 17,977,000 
bales, was about 25 percent larger than the 3-year mean for 1925- 
1927, yet the price had to fall 333''3 percent, from 18 to 12 cents a 
pound, in order to di.spo8e of the large crop. Again a large crop 
of potatoes usually yields less money to farmers than does a small 
crop. Thus during the 6 years from 1923 to 1928 the value of the 
potato crop varied inversely with the amount produced (Table 
36) . This fact indicates that the elasticity of demand f or potatoes 
is decidedly less than unitary. 
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Tabm 36. — pBODtrcTioN AND Valot of the Potato Chop, 1923-1928* 


Year 

Price per bushel 

Production, 

bushels 

Value 

1925 

$1.87 

323,465,000 

$604,072,000 

1926 

1.41 

354,328,000 

501,017,000 

1927 

0.97 

402,741,000 

388,741,000 

1923 

0.78 

416,105,000 

324,889,000 

1924 

0.62 

421,585,000 

263,312,000 

1928 

0.53 

1 

462,943,000 

250,043,000 


♦ Agricrdtural Yearbook, 1930, p. 766. 


Relation of the State of the Market to Demand. — The discussion 
of demand indicated that, in general, a rise in price leads to a 
reduction in the number of units demanded, while a fall in price 
would increase the number of units demanded. There is one 
important exception to this situation. If a ri.se in the price of a 
given article is taken to mean that the price will advance still 
further, buying will be stimulated for a time. The demand 
schedule would thus be altered temporarily in the direction of an 
increase in the quantities taken at various prices. Similarly, if 
a fall in price is taken to mean that the price will drop still further, 
customary purchases will be postponed as much as possible, and 
the demand schedule will have been reduced temporarily. 

In all such cases, however, the fall in price will not check buy- 
ing, nor will a rise in price increa.se buying, except within some- 
what narrow limits. These limits are set by the normal range 
of price fluctuations for the commodities corxeerned. Thus if the 
prices of some commodities begin to fall, this will check buying; 
but as prices continue to fall, the customary buyers finally will 
come to believe that prices cannot fall much further, and bu3dng 
then will be stimulated. 

Marginal and Superior Producers. — The analysis of factoral 
proportion in Chap. XIII led to ihe conclu.sion that a competitive 
producer obtained his greatest profit at an output greater than 
that in his least-cost combination, if he secured any profit at all. 
Competitive producers are faced with a market which will absorb 
the entire output of any one manufacturer at a constant price. 
Therefore the elasticity of purchase for such a producer is 100 
percent. The market price may change from time to time as a 
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result of the activities of all the producers together, but the actions 
of any one manufacturer will not affect price directly. 

The chief distinction between producers in such a competitive 
market is the fact that no two of them are likely to have exactly 
the same costs of production. The efficiencies of different man- 
agers vary to a wide extent. With a given market price, there- 
fore, some producers will receive profits while others may just 
break even or may suffer a loss. The superior producer is the 
one who will secure a net profit; the marginal producer barely 
will succeed in balancing receipts against costs. Thus the unit 


Y 



Fig. 25. — Cost curves for marginal and superior producers in competitive 

business. 

cost of the marginal producer will be equal to the sales price, while 
the unit cost of the superior producer will fall below price, at the 
point of least cost. The marginal cost for each producer will be 
equal to sales price at some point; for the marginal j)roducer this 
equality appears where marginal cost intersects unit cost at least 
cost, while for the superior producer marginal cost will meet sales 
price at an output larger than that at least cost. Both producers, 
therefore, will find one and only one cost in common; Their 
marginal costs will be equal at their respective points of best 
operation. 

These cost relationships are shown diagrammatically in Fig. 
25. Output is measured along the OX axis, and price and costs 
along the OY axis. The height of the sales price is represented 
by the distance, OP, or A A', or BB'. The unit cost UU of the 
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marginal producer intersects the price line PP* at A', the point of 
least cost. Bhs marginal cost curve MM also intersects UU and 
PP' at A'; the marginal manager should produce the quantity 
OA since his point of best operation is determined by the inter- 
section of MM and PP' at A'. At this point he secures no net 
profit since UU also passes through A', but he therefore avoids 
the incurrence of a loss. 

The marginal cost curve M'M' of the superior producer passes 
through his unit cost curve U' U' at C, his point of least cost, but 
it does not intersect the price line PP' until B', his point of maxi- 
mum profit. Therefore the superior manufacturer should pro- 
duce the quantity OB. Thus these two producers have different 
scales of operation (OA and OB), and different average costs (A A' 
and BD) at their points of best operation. One secures no profit 
while the other obtains a net profit (PB' X B'D). Both pro- 
ducers, however, have identical marginal costs (AA' — BB'). 
Hence the marginal costs of all manufacturers in a competitive 
market are equal, while their average costs and their net profits 
may be unequal. 

An example of the differences in productivity in a number of 
plants in the same industry is given in Table 37. The six tire 


Table 37. — Number of Tires Produced per Man-hour for Selected 
Years in the Plants of Six Companies Manufacturing Automobile 

Tires* 


Year 



Company 



A 

\ 

B 

C 

D 

E 

\ 

F 

1925 

1.39 

1.27 

0.82 

0.69 

0.67 

0.53 

1927 

1.68 

1.22 

1.17 

0.72 

0.85 

0.56 

1929 

2.31 

1.42 

1.21 

0.84 

0.94 

0.40 

1931 

2.44 

1.86 

1.45 

1.34 

1.07 

0.60 


* Bureau of Ijabor Statistics, Bulleiin 58u, July, 1933, pp. 13-14. 


companies range from A to F in order of declining productivity 
of tires per man-hour. All the companies showed increased pro- 
ductivity per man-hour in 1931 as compared with 1925 but A 
had a gain of 76 percent whereas F gained only 13 percent in the 
6 years. Thus in 1931 the labor cost per tire in F was four times 
as great as in A, so that the latter was in a preferred position 
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in that regard in the search for net profits, assuming, of courae, 
that wages per man-hour were the same in both companies, which 
may not have been the case. 

Price Relationships. — All prices are mutually related to each 
other. The price of no one good or service can be determined, 
broadly speaking, without reference to the prices of other goods 
and services. As a distinguished English economist, Alfred 
Marshall, has said, each price is dependent upon every other price 
somewhat as the position of each marble in a round-bottomed 
bowl is dependent upon the position of every other marble. 
Prices are not adjusted to each other so delicately as this analogy 
implies them to be, of course, yet a considerable degree of inter- 
relationship does exist in our present-day price system. 

One of the most important relationships is that between price 
and cost. The lower limit of price for most commodities rests 
upon the costs that must be incurred if the given supply is 
to continue to be forthcoming. Competitive price, on the other 
hand, is not likely to remain far above the costs incurred by the 
least efficient producers whose output is required to equate sup- 
ply to demand. There are a few commodities whose price is 
not related to cost at all, it is true, for they have no cost of pro- 
duction or reproduction in the strict sense, but these exceptions 
do not invalidate the truth of the general statement that price 
is related to cost. 

Another significant relationship is based upon the fact that 
costs are prices. That is to say, the raw-material cost that an 
electrical equipment manufacturer has to meet in the form of 
payments for copper, for example, is a selling price for the copper 
miner. The costs of machinery and supplies that the miner has 
to meet are, in turn, prices at which the machinery and supplies 
were sold by their producers. Proceeding in the opposite direc- 
tion, prices are costs. The price of the motor turned out by the 
electrical manufacturer first cited becomes a cost to the person 
who buys the motor and therefore helps to determine the selling 
price of his products, and so on. Hence the interdependence of 
prices is very close, and any one price is more or less intimately 
tied up to most other prices through the cost-price-cost chain of 
relationships. 

Joint-cost Products. — In the production of certain articles, the 
supply of one follows as a natural consequence of the production 
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of the other. Usually in cases of joint production the articles of 
minor importance are described as by-products. The by-product 
coke oven furnishes an excellent example. Neither coke, gas, 
nor by-products can well be produced alone. Up to a certain 
point in the process they must be considered as one article, but 
after this stage is reached the various i:)roducts are separated into 
independent economic goods. 

The determination of the price of each of two or more articles 
that are produced jointly is an interesting problem. First, the 
prices of the joint products taken together tend to equal the 
combined cost of their production. Second, there is, however, 
no relation between the price of one article produced at joint 
expense and its cost of production except in so far as it undergoes 
further processing after the separation of the products. On some 
of the by-products price may barely equal the separate expense 
involved, while in the case of others price may be much above 
the separate expense. This depends on the supply and demand 
factors for each of the joint products independently, but it is, of 
course, necessary that the combined prices of joint-cost products 
cover their total cost. 

Market Price vs. Normal Price. — The foregoing discussion of 
price determination has been phrased in terms of market price, 
of free competition, and of less-than-proportional output. The 
market price of a commodity is the price which will exist in the 
“short run,” when changes in demand are such that permanent 
alterations in production capacity are not necessary to provide 
the equilibrium betw(‘cn supjdy and demand. It has been shown 
that market price must cover the marginal costs of all producers. 
In other words, market price must cover the variable costs of 
production but it need not cover the overhead costs in the short 
run. When a fixed investment is once made it often may not be 
recovered in the form of cash, if the business is liquidated, with- 
out suffering a considerable depreciation in value. Thus it may 
pay to conduct bu.siness at a price which will yield something 
over the variable expenses so that at least a part of the overhead 
may be met as an alternative to closing the business down entirely 
with the consequent loss of much of the fixed invest ment. 

In the long run, on the other hand, all expenses must be covered 
if the business is to continue in operation. Thus the price must 
cover average costs as well as marginal costs. Normal price 
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is the term used to describe this condition, and market price then 
may be said to fluctuate around normal price but not to remain 
below it for a long period unless the normal price equilibrium is 
repeatedly disturbed by the entrance of new competitors whose 
production keeps price somewhat below the average costs of some 
of the producers. We may assume in general, then, that normal 
price must equal or exceed total cost of production. Now sup- 
pose we have a permanent change in the demand schedule — an 
increase in demand due to the growth of population, let us say 
— which will necessitate an expansion of production capacity. 
When the new equilibrium between supply and demand has been 



Fio. 26. — Normal price with constant cost. 

established, what will be the relation of the new normal price to 
the old one? The answer will depend upon the behavior of costs 
of production as capacity is expanded. The three possibilities in 
this connection now will be examined. 

Normal Price with Constant Costs. — There is a small class of 
industries whose output may be expanded within rather wdde 
limits without any material change in average costs of production. 
An example of such a constant-cost industry might be the produc- 
tion of hand-made cigars. If it became necessary to increase 
output 100 percent, additional floor space, raw materials, and 
employees would produce the larger quantity at the same average 
cost as before. Figure 26 will serve to illustrate this situation. 
The former normal price was MB = OA dollars and the quantity 
produced was OM units, as shown by the intersection of the 
demand curve DD with the short-run supply curve SS. If the 
demand changes now to D'D', the first effect is a rise in market 
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price to CQ *= OG' dollars and an expansion of output from exist- 
ing plants to OQ units. The additional profit secured at the 
higher price leads to an expansion of production capacity. As 
the new supply comes on the market, S'*8", and then S'S', the 
market price declines to ER = OH and then to FN = OA dollars. 
A further expansion of supply would be unprofitable, since the 
average cost of production is OA dollars by assumption that cost 
of production is a constant. Therefore the new normal price FN 
equals the old normal price BM, and the market price, which 
rose to CQ dollars, has declined to the old level again at FN. 
The output, however, has been expanded from OM units to ON 



Fig. 27* — Normal price with increasing costs. 

units by way of the steps OQ and OR. It should be noted that 
the constant-cost situation cannot continue indefinitely, since a 
sufficient expansion of capacity would so increase the demand for 
labor, materials, and working capital as to raise the prices charged 
for these factors of production. When these prices rise, average 
cost will rise unless large-scale operations lead to greater efficiency, 
but the latter contingency also is limited by size. 

Normal Price with Increasing Costs. — The extractive indus- 
tries, such as farming, mining, forestry, and fisheries, frequently 
are classified as subject to increasing costs of production as output 
is expanded. Thus larger crops may require the use of poorer 
soils and it may be necessary to use poorer or deeper veins if 
more coal is to be produced. Therefore average costs tend to 
rise as production is increased. The normal price situation 
typical of such enterprises is shown in Fig. 27. The former 
normal price was MB = OA dollars and the quantity produced 
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was OM units, as shown by the intersection of the demand curve 
DD with the supply curve SS. If the demand changes now to 
D'D', the first effect again is a rise in market price to EM' = OA' 
dollars and an expansion of output from existing farms to OM’ 
units. The additional profit secured at the higher price leads to 
an expansion of production capacity. As the new supply S' S’ 
comes on the market, the market price declines from OA’ to 
FN = OC dollars and the output is further expanded to ON units. 
At this point a new equilibrium is established, but it is above the 
old normal price by the amount A C owing to the increase in aver- 
age cost of production occasioned by the expansion in production 



Fig. 28 . — Normal price with decreasing costs due to external economies. 

capacity at increasing cost necessary to provide the additional 
supply M’N. 

Normal Price with Decreasing Costs. — Many industries, par- 
ticularly in the field of manufacturing, show a reduction in aver- 
age costs as output is increased. These decreasing costs may be 
the result of two causes. On the one hand, the increasing size 
of the plants in an industry may lead to certain external economies 
which reduce the cost of production for all plants alike. In the 
automobile field, for example, an automobile-frame manufacturer 
may be able to produce frames more cheaply than many of the 
car manufacturers themselves because he specializes in this work. 
Thus the car builders find their costs reduced because the scale 
of operation in the industry permits economies due to specializa- 
tion outside the plant of any one car manufacturer. External 
economies, then, come from specialization of tasks and functions 
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which are not under the control of any one plant manager but 
which redound to the benefit of all the competing plants. Figure 
28 will illustrate this condition. The former normal price was 
MB = OA dollars and the quantity produced was OM units, as 
shown by the intersection of the demand curve DD with the sup- 
ply curve SS. If the demand changes now to D'D', the first 
effect may be a rise in market price to EM' = OA' dollars, and 
an expansion of output from existing plants to OM' units. If the 
additional production permits the external economies just men- 
tioned to be obtained by specialization, the cost of production is 
reduced and the new supply curve S' S' establishes a price of 
FN — OC dollars. Thus the market price declines and the new 
normal price is below the old normal price because of the decreas- 
ing costs for all plants, which lower the average costs to a point 
below that at which they were found before the external econo- 
mies were available. 

The second cause of decreasing costs is found in certain internal 
economies which may appear vdthin a given plant as it expands 
production. One source of these economies is found in plants 
which were overbuilt, so that the large excess capacity permits a 
reduction of average cost as overhead expenses are spread over 
more units when output is increased. Another .source of internal 
economies appears when the capacity of the plant is expanded in 
such a way that the larger plant is more efficient than the smaller 
one. Assembly lines and other quantity-production methods 
provide examples. Under these conditions a i)lant’s aver- 
age cost will fall until the factory reaches its least-cost size. 
The changing relation of price to cost under these conditions is 
shown in Fig. 29. When the plant was first built, let us assume, 
it had a capacity of OX units and an average cost curve YZ in 
the vertical plane OXZY. If the market price was OA dollars, 
OM units would be produced at a net profit of A BCD dollars. If 
the plant expands its capacitv to EJ units, an addition of IJ, its 
cost of production will be lowered because of internal economies 
so that the average cost curve becomes HQK. In order to sell 
the additional supply the price is reduced through competitive 
price cutting from OA to EG dollars. At this price EN units are 
produced at a net profit of FQW dollars. Thus the price reduc- 
tion forces competitors out of the market, lowers average cost of 
production, permits the plant to sell more units, and produces a 
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larger net profit. As long as costs within the plant continue to 
decline with additional output, the price-cutting incentive is all- 
powerful and the market will be characterized by cutthroat com- 
petition. This price reduction will stop, and a new normal price 
will be established, only (1) when decreasing costs change to 
increasing costs within the plant, or (2) when no competitors are 
left in the market, the price line GR no longer is horizontal, and 
the market is characterized by monopoly instead of competition. 

Y 



Fio. 29. — Market price with decreasing costs due to internal economies. 


Therefore decreasing costs within the plant (internal economies) 
are incompatible with free competition. Thus this cost condi- 
tion must lead to the increasing- or constant-cost cases discussed 
above, or else to monopoly, a case which will be examined in the 
next chapter. A normal price with decreasing costs, therefore, 
must mean that the costs fall because of external economies, or 
else that internal economies have led to the establishment of a 
monopoly. 

Normal Price with Proportional Output. — When output 
increases in exact proportion to the variable factors utilized, the 
average cost of production declines until full capacity is reached 
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and the marginal cost is a constant. In a plant of a given size, 
therefore, the point of best operation, and thus the market-price 
output, will depend upon the relation between the rate at which 
the average cost declines and the elasticity of demand. This situ- 
ation is illustrated in Fig. 30, where DD represents the curve of 
demand and CC the curve of average cost. Although the maxi- 
mum capacity of ON units has the lowest unit cost, namely ON 
dollars, the maximum-profit area AEFB is obtained at an output 
of OM units which can be sold for OA dollars each. If the demand 
curve were more nearly horizontal the number of units to be pro- 
duced would approach full capacity, while a steeper demand 
curve would have the opposite effect. 

Y 



Fig* 30 , — Market price with proportional output. 


If demand now increases, the question of plant expansion may 
arise. The height above the base line OX of the new average- 
cost curve will depend upon w^hether the expansion of rhe size of 
tlie plant leads to increasing, constant, or decreasing costs. These 
possibilit ies are shown in Fig. 31. Before expansion, full capacity 
was OL units, and average cost declined from OF dollars to LD 
dollars as the plant w^as mor' fully utilized. When the size is 
increased, the capacity becomes OM units. The additional 
investment raises average cost from LD to LE dollars, after which 
fuller utilization lowers it to FM dollars, the least-cost size 
utilization. If further expansion occurs, average cost will be 
higher because of the inefficiencies which frequently accompany 
excessive size. Thus the answer to the question whether a plant 
subject to proportional output should expand will depend upon 
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the anticipated behavior of cost after expansion in relation to 
estimates of the prices at which larger outputs can be sold. If 
OL units can be sold at a price of OA dollars, for example, while 
OM units will sell only if the price declines to OC dollars, it is 
evident that the expansion should not be undertaken. In sum- 
mary, then, the normal price problem for proportional output 
cases is similar to the normal price problem for less-than-pro- 
portional output cases which are subject to decreasing costs 
unless the least-cost size has been reached. Indeed, the pressure 
on management to cut prices in order to expand output may be 
just as great under these conditions as under those discussed in 
the preceding section. 



Fio. 31, — Effect of size of plant on average costs with proportional output. 


Fields in Which Prices Are Unrestrained. — In order that the 
forces of supply and demand may s(‘t price directly, one very 
important characteristic must be present, i.e., free competition. 
That is, all the sellers must know wliat each seller is asking and 
what each buyer is offering, and each buyer must know what all 
the sellers are offering and what the other buyers are asking. 
If this condition is fulfilled in a market, only one price can prevail 
at any given moment. This price may undergo wide fluctuations 
from time to time but, if free competition exists, similar sales 
cannot be made simultaneously at divergent jiric'es. 

Goods sold at retail do not meet this requirement. Their 
prices are not determined directly by supply and demand forces 
alone. The same situation is true of many wholesale prices, 
especially in the case of manufactured goods. The above require- 
ment, however, is fairly well met at times in the sales of many 
raw materials by middlemen. Thus the markets for cotton, 
wheat, rubber, coffee, and other basic raw materials permit the 
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moderately free play of competitive forces. The prices of such 
products, therefore, may be thought of as determined directly 
by the forces of supply and demand. In other words, even a 
slight fall in price normally will curtail the supply offered and 
increase the units demanded, while a slight rise in price will increase 
supply and curtail demand. 

In the case of raw-material markets, the organized exchanges 
are of major importance. The grain, cotton, rubber, sugar, and 
farm-produce exchanges permit the free play of competitive forces 
to a high degree. The same situation is true of the stock and 
bond exchanges. Here the conditions are most conducive to the 
smooth operation of free competition. These are undoubtedly 
the best examples of markets in which prices are set directly by 
the interaction of supply and demand factors. 

Violent competition, it may be said in conclusion, is like an 
intermittent geyser. Ordinarily, it is not in action contin- 
uously but it may break out at almost any moment, under a 
variety of circumstances, to exert its influence upon prices. It 
may involve only a penny on a can of beans between two unit 
stores, or it may be a bitter war betwecui giant corporations striving 
for international markets; but whatever its form, competition 
arises over the fight for consumer patronage. If the competition 
is in the nature of price cutting, it usually means reduced profits 
for at least some of the producers involved. Consequently, those 
adversely affected by it are ever ready to avoid competition. 
That is to say, they will attempt to control prices in various ways. 
This phase of the subject will be con- 
sidered in Chap. XV. 

Problems 

96. Docs the competitive pricing process 
limit the demand to the available suppb' or 
does it adjust the suppb to the existing 
demand? Explain and illustrate. 

96. The accompanying figure shows tw’O 
assumed demand curves, A and B. Which of 
these do you think best represents the facts of ^ 
demand in real life? Defend your answer. 

Do they show more or less than unitary elasticity? What curve would 
show zero elasticity? 

97. In Fig. 25, could output be determined if curves MM and M'M' alone 
were given with line PP'? Why? Could net profit or loss be determined 
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under the above condition? Why? With all the curves as given in Fig. 
26, change the price line to the height fiD; what quantities will each manu- 
facturer produce, and how much profit or loss will be obtained? Why? 

98 . “Normally 1 ton of coal cooked in a by-product oven will yield, in 
by-products, 12 gallons of tar, 27 pounds of ammonium sulphate for ferti- 
lizer, 11,000 cubic feet of gas, 3 gallons of benzol, ammonia, and other prod- 
ucts in addition to the coke.” What effect would an increased demand for 
coke have upon its price? Upon the price of gas produced from the same 
coal? Upon other by-products? Explain. Substitute beef for coke and 
hides for gas. Does the same analysis apply? Explain. 

99 . “Suppose we pick out a new automobile and put it on a table in a 
glass case and seal it up airtight, so that whenever it. is tak('n out it will be 
just as good as it is now. Paint on the side of the case the price of the car. 
To make calculation easy, let us set it at $2,000. Let us comts back a year 
from now and look at that car. It does not look quite so good as it did a 
year ago, and we think that the price of $2,000 is just a little high — even 
those enthusiastic salesmen do not think they can sell it at $2,000. ‘What 
do you think it is worth?’ They say, ‘$1,800’ and we put that on the outside 
of the case. The next year we come back and the $1,800 is too high, so 
we write $1,600 and the next year we write something lower still. At the 
end of 10 years nobodj'^ but the junkman will set a price on it, (!ven though 
it is as perfect a car as it was the day we put it there. Did the car change? 
No. That car certainly did not depreciate, because that was the premise of 
the experiment. What has happened? The eyes on the outside looking 
through have changed. Values do not exist in material; they exist in the 
minds of the ptiople who are going to buy.” Charles F. Kettering in an 
address at Ohio State University in 1936. 

Precisely why would people devalue the automobile in this illustration? 
Would the same reasoning apply to the value of a corner lot in a rapidly 
growing city? To an original Rembrandt ? On the basis of j'our answer 
formulate a statement on how people evaluate things. 

100 . “Price determines supply and demand; supply and demand deter- 
mine price. This is circular reasoning. Therefore the whole supply and 
demand analysis is false.” Do you agree? Why? 

101 . Assume a nation-wide increase in the demand for meat; what will 
‘lend to be the effect on the price of meat? Of shoes? Of bone meal? 

References 

Note. See references at end of Chap. XVI. 



CHAPTER XV 

IMPERFECT COMPETITION AND MONOPOLY PRICE 

Most retail prices and some wholesale prices, as was suggested 
in Chap. XIV, are not determined directly by the free play of the 
forces of supply and demand. Competitive conditions in 
these markets are different from those found on the organized 
exchanges. Methods are available by means of which merchants 
may gain some knowledge of the prices their competitors are 
charging. Nevertheless, competition based upon such informa- 
tion is at best but partially free in these markets. The absence of 
fret‘ competition is even more noticeable on the part of consumers. 
Lack of knowledge, time, ability, and purchasing power are all fac- 
tors leading toward a restraint of the free competition exercised 
by .sellers and buyers in this field. 

I. IMPERFECT COMPETITION 

The Bargaining Range. — If competition is not so free, if the 
forces of supply and demand do not function so continuously in 
the determination of prices in this field as compared with the 
organized ('xchang('s, more than one price actually may be found 
in a giv('n market at a given time for similar units of some com- 
modity. This situation may be illustrated by a .supply and 
demand schedule as shown in Table d8. Under these conditions 

Table 38. — As'iUMED Supply and Demand Schedule 
(BarguuiinK Range) 


Supply 

i-'riee 

Doinand 

550 

$10 

4.50 

550 

9 

475 

600 

8 

600 

600 

7 

600 

450 

G 

525 

450 

5 

650 
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price could be either $7 or $8, if we follow the line of reasoning 
that was presented in Chap. XIV. Thus a single price is not 
definitely established here, and a bargaining range exists. 

Supply and Demand Areas for Imperfect Competition. — When 
imperfect competition permits the existence of a bargaining range, 
we may represent the situation by supply and demand areas 
similar to those for demand shown in Fig. 23 in Chap. XIV. 
Since competition is imperfect, all the sellers in a market may not 
be charging the same price and the buyers may not be offering 
the same price. Thus the supply and demand data cannot be 
plotted on smoothed curves but may be represented by areas 



Fig. 32. — Supply and demand areas for imperfeei eoiri poll lion. 

drawn so that the probability is 1 out of 2 that a given su])ply- 
price relationship, or demand-price relationsliij), will a])pear 
within the area. An example of this method appears in Fig. 32. 

The band dd' is drawn about the demand curve D so as t.o 
include one-half the demand-price relationships, and the band ss' 
is drawn about the supply curve S in th(' same manner. TIk* 
intersection of the two areas shows that the most probable price 
falls between OP and OP' and the most probable quantity 
exchanged falls between OM and ON. The bands will be wide 
or narrow, and the range of probable pric(‘s and quantities large 
or small, chiefly in terms of the extent to which comi)etition is 
imperfect. Supply and demand forces still set limits to t he prices 
that may be charged but, since these limits now permit the quota- 
tion of more than one price, other factors determine why prices 
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are just as they are. Retail and wholesale prices under these 
conditions may be determined by one or more of several practical 
methods, some of the more important of which will now be 
considered. ^ 

Average Markup. — In pricing merchandise, retail stores 
often add a normal or average markup, in the form of a percentage 
usually reckoned on the basis of selling figures, to the cost of 
the goods. Markups consist of three items: (1) the estimated 
expense of operation involved in marketing the goods, (2) the 
net profit that the seller deems it necessary to secure, and (3) 
any anticipated markdowns. The average percentage of markui^ 
may be based on the operations of the entire store or business 
or on those of a specific department or line of goods handled. 
Prices set in this manner necessarily are tentative and are open 
to revision as conditions warrant. This method is particularly 
suited to the sale of staple merchandise that is subject to few 
and infrequent price fluctuations. 

Competitive Business Leaders. — Prices often are determined 
to a large extent on the basis of competitive leaders. A single 
firm will sometimes take the initiative, and others will follow, 
selling at, above, or below the competitor’s price, depending 
upon the policy in operation. The smaller firms, whether 
retailers, wholesalers, or manufacturers, usually follow such a 
leader closely in adopting a price that will enable them to 
compete successfully. In the manufacturing field, a few leaders 
are the Standard Oil Company, the American Sugar Refining 
Company, and the United States Steel Corporation, whose prices 
are closely watched and commonly followed by their less powerful 
competitors. One or more firms in practically every I'etail and 
wholesale market are recognized as leaders in the trade. Their 
prices are used as a basis for the determination of the amounts to 
be charged for competing goods. 

Price Understandings. — Piice understandings among com- 
petitors are not uncommon, particularly in the marketing of 

^ Economists often have failed to give adequate attention to this phase 
of the pricing problem, so that its analysis has been undertaken largely by 
students of marketing. The reader is referred to H. H. Maynard, W. C. 
Weidler, and T. N. Beckman, “Principles of Marketing,” rev. ed., Ronald 
Press Company, 1938, for a more detailed discussion of the method of 
treatment here presented. 



298 


VALUE THEORY 


unbranded staple products such as coal and lumber. These loose 
agreements may be brought about through trade associations or 
merely as a result of customers’ shopping activities, for unless 
all sell the same product at similar prices, the sales volume of 
the vendor quoting higher prices will suffer, provided he has no 
compensating services to offer. 

Wage policies sometimes play an important role in this con- 
nection. A manufacturer may agree to pay higher wages if the 
labor union promises to protect him by requiring his competitors 
to pay similar rates. Thus the possibility of competition through 
price cutting due to lower wage payments is eliminated. 

Stable Prices. — In the shoe trade a number of manufacturers 
and retailers have adopted the stable-price policy, all shoes in 
a given store or of a given kind being marked, say, at $5 or $6. 
There are also $5 millinery stores, and numerous vendors sell 
men’s hats and clothing at stable prices. All such attempts 
apparently aim to imitate the policies of 5- and lO-cent stores and 
other variety stores whose price limits are fixed at 25 cents, 
50 cents, and $1 . 

Customary Prices. — When a price has prevailed for some time, 
it is taken for granted by buyer and seller alike. Coca-cola, 
various brands of chewing gum, chocolate bars, and numerous 
other articles have been sold at the same prices for a conside'rablo 
period of time regardless of business cycles, changes in the general 
average of prices, and tremendous fluctuations in the prices 
of the raw materials, labor, and capital which enter into their 
production. Once prices have been established as customary, it 
may be extremely hazardous to undertake upward changes. If 
wholesale prices should rise suflSciently to threaten the retailer’s 
margin, the latter might insist on a reduction in quality or might 
discontinue the line entirely, rather than attem})t to raise a 
customary price to a new level. In packaged goods the same 
result may be obtained by reducing the quantity per packag(;. 

Convenient Prices. — Prices may bo convenient from the stand- 
point of payment and change making. This policy would lead to 
the quotation of prices in even rather than odd amounts. New 
York City subways present a case in point. By using nickels as 
“keys” to operate turnstiles, the company, in effect, enrolls the 
government as one of its sources of equipment. Dimes serve a 
similar function on the motorbus lines in Chicago. 
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Another application of convenient prices may be illustrated 
by the sale of apples to the consumer. Formerly the general 
practice was to sell them by the measure, but there is a tendency 
now to sell them by the pound, the price being usually in the 
neighborhood of 25 cents for so many pounds. The 25-cent 
figure then becomes the constant, but the number of pounds 
sold for this sum varies with changes in the wholesale jmce of 
the product. 

Odd Prices. — In contrast to the use of convenient prices, 
odd prices have become prominent in recent years. Some stores 
use odd figures on all merchandise carried, while others limit 
their use to certain departments, lines of goods, or individual 
articles of a line. Odd prices present tlie idea of a bargain, 
as if the price had been reduced to the last possible cent, although 
this iinpr('ssion sometimes is given by raising prices, instead of 
lowering them. It is said that more articles can be sold at 17 
than at 14 cents, because the former price suggests a reduction 
from 20 cents, while a price of 14 cents merely suggests a reduc- 
tion from 15 cents. This situation is pos,sible, of course, only 
because of the lack of knowledge and competition on the part of 
buyers. 

Lowest Prices. — Some manufacturers and merchants have 
adoj)ted a policy of underselling all competitors in the market. 
This practice sometimes takes the form of a guaranty that prices 
arf' as low as, or lower than, the amount for wdiich the same 
articles (*an be })urchased elsewhere. So-called cut-rate establish- 
ments may be following such a policy, or they may be attempting 
to give that impression when actually using an odd-price policy, 
as explained above. 

Leaders.— Most stores make use of “leaders” from time to 
tim(‘ in the attem])t to attract customers. Leaders are commonly 
well-known, nationally advertised brands marked to sell at prices 
below the customary or advetised level. There are two main 
types: profit lead('rs and loss leaders. In the case of profit 
leaders, the articles are offered at less than the customary price 
but ar(‘ not sold at a loss by the vendor. He either restricts 
his profit margin somewhat or else purchases the goods at a low 
price especially for such an occasion. Loss leaders, however, 
are sold at such a price that the vendor actually suffers a slight 
loss, but he anticipates compensation through the profits he 
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expects to realize from the sale of other goods to the shoppers who 
have been attracted by the leader. 

Cash vs. Credit Prices. — Merchants vary in their price 
policies in regard to the cash or credit status of their customers. 
Some vendors quote one price? for cash and another, higher, price 
for credit customers. This policy is well exemplified by the 
large mail-order houses. I^erhaps a majority of retail merchants, 
on the other hand, make no i)ricc distinction between cash and 
credit sales, thus placing part of the credit purchaser’s rightful 
burden on the buyer for cash. 

Retail, Wholesale, and Producers’ Prices Compared. — The 

methods of delermining retail prices, some of which have been 
outlined above, are quite significant. They are often retroactive 
in nature and thus establish the upper limits to prices at all 
preceding points in the chain of distril)Ution. The prices quoted 
by wholesalers to the retail trade, therefore, will depend largely 
upon the prices at which the latter group of merchants proposes 
to resell the goods to consumers. The manufacturer, in turn, in 
selling to the wholesaler must make his quotation such that the 
latter may resell to his trade at a profit. There is thus a tend- 
ency for the price-(‘Ost relation.ship to run in an oi)posit(' direction 
here from that described in Chtip. XIV. 'Fht'n' costs set a iow(T 
limit to price; here price sets an uppt'r limit to costs. That is 
to say, a large number of commodities an' produced to sell at a 
certain })rice. If that price must be lowered for any reason, tiien 
cost of production, or quality, or both also must be reduced. 

The Significance of Certain Wholesale Prices.— In the case 
of articles whose prices are subject to a considerable degre(' of 
immediate contrcd by supply and demand forces, the wholesale 
market plays a leading roU' in price determination. This situa- 
tion is true of most agricultiiral commodities. Operators in the 
wholesale markets are the first recipients of mark('t information 
relating to conditions of supi)ly and demand. Thus th(? whole- 
sah; price becomes the controlling ])rice for both producers’ and 
retaih'rs’ markets. Prodiu'ers’ prices, z.e., the i)rices i)aid at the 
farm or factory, generally follow wholesale prices more closely 
than do retail prices in these cases. 

Charging What the Traffic Will Bear. — Prices frequently are 
set on the basis of what it is thought purchasers would be willing 
to pay. Through his past experience and thorough knowledge of 
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his clientele, it is not diflBiciilt for a retailer, wholesaler, or manu- 
facturer to determine the price range at which certain articles 
can best be sold. This method is applied primarily to style 
goods; men’s clothing and women’s ready-to-wear in particular 
fall in this category. 

As a matter of fact, this principle is of much more universal 
application than is often recognized. Every seller endeavors to 
charge all that the traflBc will bear. Elasticity of purchase, 
however, is always a factor which sooner or later limits the 
amount that the traffic will bear. Moreover, competitive indus- 
tries are subjected to the additional limit imposed by the activi- 
ties of competitors. Businessmen attempt to charge all that 
the traffic will bear, and as a result they attempt to estimate 
the prices that will permit them such a rate, limited, of course, 
by the factors mentioned above. Monopolies, however, are 
not subject to so much limitation from competition. 

II. MONOPOLY PRICE 

Monopoly implies unified or single control of some distinctive 
commodity. Upon the basis of this definition, monopolies may 
be separated into two groups: (1) quasi monopolies, and (2) 
true monopolies. Quasi monopolies are very common today. 
The owner of a special process, patent, trade name, or trade-mark 
is able to control the supply of products that are thus distinguish- 
able from the general mass of commodities. He therefore 
possesses to some extent the characteristics of a monopolist, 
except that his degree of control is less comi)lete than that of the 
true monopolist, owing to the possibility that consumers may 
substitute other but similar products. Such an individual is 
therefore called a quasi monopolist. 

A true monopoly^ however, would entail control of the supply 
of some unique commodity for which no satisfactory substitute is 
available. Hence true monopolies arc seldom encountered unless 
the monopoly is a legal one, f.e., established and protected by 
law, as is the case of the tobacco monopoly in France, for example. 
The true monopoly represents a case at the opposite extreme 
from free competition. When the two extremes have been 
examined, the middle ground of real life may more readily be 
understood. 
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Monopoly Price: Unitary Elasticity. — ^Like every other pro- 
ducer, the monopolist seeks the point of greatest net profit. 
Unlike other producers, however, he is in a better position to 
influence the price at which he will sell his output since he can 
determine the quantity that shall be offered on the market. 
Because the supply is subject to control, the sales price may be 
influenced and so we cannot assume 100 percent elasticity of 
demand for his product. 

Let us suppose, first, that the elasticity of demand is unitary. 
In this situation the total receipts will be a constant by defini- 
tion. Therefore the monopolist would seek to restrict output to 
that point at which his total cost is a minimum. Theoreti- 
cally, he should produce one unit and no more, since his variable 
expenses would thus be least and the sum of his fixed and variable 
expenses would be the smallest possible amount. Actually, no 
real demand schedule could maintain unitary elasticity for a 
wide range of prices. When the price becomes quite high, 
demand is sure to fall off more and more rapidly owing to the 
limited purchasing power available in the hands of most cus- 
tomers. When the price becomes quite low and a very large 
quantity of goods is taken, a saturation point will be reached 
where no additional units are desired because of the effect of the 
law of diminishing utility. Therefore we may expect the monopo- 
list to restrict output only to a point w'here unitary elasticity 
changes to more than unitary elasticity as price rises. 

Monopoly Price: More than Unitary Elasticity. — When the 
monopolist is faced with more than unitary elasticity, he will 


Table 39. — Monopolt Price with More than Unitary Elasticity: 

“Decreasing Cost” 


P*rice 

Demand 

Receipts 

M 





0.90 

275,000 

247,500 

0.80 



0.70 

425,000 

297,500 

0.60 



0.50 


ESB 

0.40 


mSBi 


Total 

cost 

Addi- 

tional 

cost 

Net 

profit 

Unit 

cost 




0. 895^5 
0.673 



0.571 



0.506 



0.460 



0.408 



0.371 

1 
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select a point of operation such that any higher price curtails 
total receipts at a rate greater than the shrinkage in total cost 
and any lower price expands total cost faster than the growth of 
total receipts. Such a point, therefore, will yield the greatest 
net profit to be obtained from that market. Assumed data which 
illustrate this situation appear in Table 39. The balance between 
additional receipts and additional cost appears at a price of over 
70 cents, while the least-cost point appears at some price less than 
40 cents. Note that elasticity is more than unitary from $1 to 
60 cents; is unitary from 60 cents to 50 cents; and becomes less 
than unitary below 50 cents. It is this behavior of elasticity that 
is responsible for the operation of this plant before the least-cost 
point. In other words, the plant is too large for the market it 
is designed to serve. A growth in the market due to greater 
prosperity or to a larger population would permit operation at a 
point nearer to full capacity and therefore closer to least cost. 
An attempt on the part of the monopolist to expand the market 
through price reductions is doomed to be unsatisfactory, however, 
because the market expands too slowly to cover the additional 
costs involved. 

The costs in this monopolist’s plant might have evidenced a 
somewhat different behavior. The point of least unit cost might 
have appeared at the point of greatest net profit, or it might 
have been found before that point. The latter possibility is 
illustrated in Table 40. With the same demand schedule but 

Table 40. — Monopoly Price with More than Unitary Elasticity: 

“Increasing Cost” 


Price 

Demand 

Receipts 

Addi- 

tional 

receipts 

Total 

cost 

Addi- 

tional 

cost 

Net 

profit 

Unit 

cost 


190,000 




$ 10,000 

30.000 

60.000 
110,000 

170.000 

240.000 

$110,000 

$0,421 

0.90 

27.5,000 

24 7,. 500 


157,500 

0.327 


350,000 


■EfiiiSiil 

160,000 

0.343 

0.70 

425,000 


180,000 

117,500 

0.424 

0.60 




10,000 


m 



460.000 

700.000 

-160,000 

-420,000 

0.767 

1.000 


with a more rapidly rising cost, the point of maximum profit 
appears at a price somewhat above 80 cents, whereas the least- 










304 


VALUE THEORY 


cost price is about 90 cents. Thus the statement made in Chap. 
XIII to the effect that no competitive business will secure its great- 
est net profit at an output smaller than that in its least-cost point 
cannot be carried over to the case of the monopolist. If we see 
a plant obtain a net profit and yet operate at a smaller output 
than that produced in its least-cost point, we may be certain that 
free competition is not effective in that industry. Restriction of 
output to preserve a market is typical of many fields in manufac- 
turing, but we do not hear of farmers thus curtailing production 
individually without assurance that other farmers will act in the 
same way. This assurance is not necessary to restriction in 



industry: Each producer curtails output because it is to his indi- 
vidual advantage to do so. In agriculture it is not advanta- 
geous for any one farmer to act in that way if he is the only one 
who limits production. He should restrict output only when 
prices decline faster than costs, but as long as he obtains a 
profit he should produce more than the output in his least-cost 
combination. 

The Relation of Unit Cost to Monopoly Price. — The foregoing 
analysis of monopoly price has been given in terms of total receipts 
and total cost. The problem also may be treated in terms of 
unit price and unit cost, as shown in Fig. 33. The point of opera- 
tion is determined by the greatest rectangle which can be drawn 
between the curves of unit cost and price and the OY axis of 
zero output. This rectangle represents net profit. Thus the 
unit-cost curve from Table 39 is LOM and the price curve is 
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NBFP. The greatest rectangle of net profit is EFGH so that 
nearly 400,000 units should be sold in order to secure the maxi- 
mum net profit. Since the point of least cost is beyond 700,000 
units, a considerable degree of excess capacity must exist under 
these price and cost conditions. It should be evident, however, 
that a price reduction would not be a satisfactory means of utiliz- 
ing additional capacity, for net profits thus would be curtailed. 

The unit-cost curve for Table 40 i& JK and the maximum 
net-profit rectangle for this particular cost situation is A BCD. 
The best output is over 300,000 units. The point of least cost is 
at J so that operation occurs at a slightly larger output. Evi-„ 
dently a less elastic (steeper) price curve would encourage restric- 
tion of output, while a more elastic (flatter) curve would make 
plant expansion desirable unless all costs would be raised mate- 
rially thereby. Thus it should be possible for the monopolist 
to construct a plant whose point of greatest profit would almost 
coincide with its point of least cost, providing a larger plant does 
not necessitate a marked increase in unit cost. The behavior 
of cost in relation to size of plant is thus significant in deter- 
mining monopolistic expansion. As we shall see, it is also 
significant in determining whether a given industry shall be 
competitive or monopolistic in nature. 

Causes of Monopoly. — The causes which lead to the creation 
of monopolies may be divided into two groups. Most legal 
monopolies are due to public policy. Coj^yrights, patents, and 
trade-marks are the basis for many legal monopolies, but the first 
two are granted by government authority for a limited period. 
Thus a patent may be held for a period of 17 years and a copy- 
right for 28 with the privilege of renewal for an additional 14 
years. Trade-marks do not have such a limited life. These 
forms of legal monopoly are granted to protect the right of private 
property in an idea or discovery, and to encourage and perhaps 
make profitable the development of new ideas from which the 
public as a whole may be expected to benefit. A large proportion 
of our present-day quasi monopolies are based upon these legal 
rights and so are able to influence pnees through the control of 
supply. 

A second group of monopolies exists for another reason. They 
are able to pioduce more cheaply than any possible competitor 
and so can retain the market for themselves without this type of 
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legal assistance. Some managers are more efficient than others. 
Their plants will have lower production costs or other advantages 
which permit them to undersell competitors. If the size of these 
plants can be expanded without losing their economic advantages, 
they may come to supply the whole market as monopolists free 
from competition. 

Decreasing and Increasing Unit Costs. — Economists have long 
debated the question: What happens to unit costs as an industry 
expands? Do they decrease or increase? The attitude for many 
years has been that the extractive industries, and particularly 
agriculture, are subject to increasing costs. Thus it is said that 
a greater food supply can be obtained only at the expense of a 
more intensive cultivation and the use of poorer grades of land. 
On the other hand, manufacturing industries have been classified 
as subject to decreasing cost. Hence it is felt that an increase 
in the scale of operation in this field leads to lower and lower 
costs of production. We may seriously doubt the validity of 
this distinction. 

The analysis presented in Chap. XIII indicated that output 
increases either proportionally to input or less than proportionally 
as additional factors of production are utilized, but that at some 
point maximum output will be attained. The chapter also indi- 
cated the additional fact that unit cost might fall throughout the 
stage of proportional output, and at least part way through that 
of less-than-proportional output, but that cost must rise when 
maximum output is reached. Thus a particular least-cost 
arrangement of factors always appears under given conditions. 
If this point has been passed in the process of expansion, we find 
unit cost rising. Thus agriculture is said to be an example of 
increasing costs owing in reality to the fact that it is a competitive 
business which must operate beyond the point of least cost if 
profits are to be maximized. 

On the other hand, many industries are said to be cases of 
decreasing cost because the process of adjustment to the best 
size has not yet been completed. We must take care, however, 
to note that usually it is incorrect to speak of a competitive indus- 
try as subject to decreasing costs if it is assumed to be in equilib- 
rium — if the organization of that industry is assumed to be a 
stable one. If individual plants in a competitive industry were 
subject to decreasing costs, each manager would cut prices to 
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secure a lai^r share of the market for himself. Thus he would 
dt>tam greater profits because of reduced cost. This process 
could be expected to continue (1) until all producers experienced 
increasing cost, or (2) until only one producer was left in the 
market, providing demand is sufficiently elastic to make this 
expansion profitable. Thus the economies from large-scale oper- 
ation may be responsible for the development of monopolies. 
Therefore if the sole monopolist is subject to decreasing costs we 
may be sure that his investment has been poorly made because 
he has excess capacity, or that his market is expected to expand 
in the future, as when a higher degree of prosperity prevails. 

Dividing Up the Demand Schedule. — The foregoing discussion 
has assumed free competition on the part of buyers, so that what- 
ever price the monopolist established will be paid by all purchasers 
alike. The monopolist, however, would prefer to charge each 
buyer the maximum amount he is willing to pay without reference 
to the prices paid by others. In other words, the monopolist 
would like to undertake personal discrimination. Usually he is 
unable to do so as between individual buyers, but he often may 
succeed in charging different groups of buyers different prices for 
the same commodity. This point was mentioned in the discus- 
sion of “dumping” but we now are prepared to examine the 
underlying theory. 

The assumptions are (1) a situation of quasi monopoly, (2) 
large excess capacity, and (3) the presence of noncompeting 
markets because of foreign sales in addition to domestic sales 
or because of multiple brands which conceal the fact that the 
same article is sold at different prices. This situation is illus- 
trated in Fig. 34. In market I the sales price is so related to 
unit cost that the monopolist produces OM units at a cost of 
MC OA dollars and receives the maximum profit area ACDB 
dollars. However, OM units are obtained at a scale of produc- 
tion much less than the least cost volume OP. Market II 
yields a sales price which is lower than unit cost at any volume, 
yet the monopolist may sell in this market at a profit providing 
a sales price therein is above the direct cost of producing the 
additional units. Thus if he offers the quantity MN units, the 
price will be NV = MS dollars, while the cost — NT = MR 
dollars — of producing the additional units is determined by 
the median value F of the additional marginal costs JH. The 
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net profit in market II therefore is RTVS dollars although 
the sales price NV is less than either the average cost NK or 
the marginal cost NH for this volume. This situation serves 
to explain one of the leading reasons for the multiplicity of 
brands, since the use of many brands on the same merchandise 
allows the seller to divide up the demand schedule so that some 
buyers pay more for an article than do others. If all the buyers 
in Fig. 34 were required to pay the same price, those in market II 
could not be supplied at all. 


Y 



Fig. 34. — Output, prices, and costs for the theory of multiple brands.^ 

Whether the Robinson-Patman Act, discussed in Chap. VI, 
would prohibit the situation illustrated in Fig. 34 is difficult 
to say. Certainly market II is not charged with overhead 
expenses, but if this dual-price policy is outlawed the buyers 
in the second market will be unable to purchase the article, the 
consumption of this commodity will be reduced, and the standard 
of living of the nation may be lowered accordingly. On the 
other hand, the Robinson-Patman Act may assist many small- 
scale enterprises that now suffer because they must pay more for 
supplies than do their larger and more favored competitors. 

^ F Median value of marginal costs from J to H for the output MN. 

Average of variable costs of producing MN additional units. 
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Thus the purpose of the act is to prevent certain harmful aspects 
of monopoly and so to encourage freer competition. 

Consolidations. — The consolidation of individual enterprises 
is one common method by which businessmen hope to bring 
supply under control, to raise prices, and to enlarge profits. The 
discussion above, however, should indicate that large gains from 
consolidation for this purpose would not always be realized. 
This conclusion is borne out by the results of a study by A. S. 
Dewing of the earnings of twenty-nine industrial consolidations 
which he selected at random. Less than half of these consolida- 
tions secured earnings the first year that were as great as the 
earnings of the original individual plants. Over a 10-year period, 
this situation was true of three-fifths of the consolidations, while 
only one-sixth obtained earnings as great as those anticipated 
by their promoters. The problem is complicated, of course, by 
the fact that a single management takes the place of many 
managements upon the consolidation of industries. It is possible 
that the organization thus becomes too large for such centralized 
control to be conducted efficiently. Nevertheless, the elasticity 
of purchase undoubtedly played a very significant part in thus 
restricting the monopolistic efforts of these consolidations. 
Relative freedom from competition is no reason for supposing 
that the monopolist therefore can demand an exorbitant price. 
In other words, charging what the traffic will bear does not 
necessarily involve extortionate chargcvs. 

Open-price Associations. — Another means by which competi- 
tion may be reduced, and by which a higher degree of unified 
action may be secured in price determination, is through the 
establishment of trade associations and open-price associations. 

A trade association is an organization of producers, or distributors, of 
some commodity or service upon a mutual basis for the purpose of 
promoting the business of their branch of industry and improving their 
service to the public, through the compilation and distribution of infor- 
mation, the establishment of trade standards, and the cooperative 
handling of problems common to the production or distribution of the 
commodity or service with which they are concerned.^ 

^ Reprinted from The Proceedings of the Academy of Political Science, New 
York, Vol. 11, No. 4, January, 1926, article entitled Trade Associations and 
Business Combinations. 
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The open-price association is a particular type of trade associa- 
tion, with a particular purpose, i.e., the reduction or elimination 
of price fluctuations or unfair or discriminatory methods of 
competition as regards price. The open publication of past price 
quotations is generally supposed to be sufficient for this purpose. 
The theoretical proposition at the basis of the open-price policy 
is that knowledge regarding bids and prices actually made is in 
itself sufficient to keep prices at reasonably stable and normal 
levels. Trade associations proper may or may not have any- 
thing to do with the open-price plan; the two may be entirely 
separate. On the other hand, the present legal status of certain 
open-price activities has led some trade associations to include 
the open-price plan as one of their services to members. The 
importance to consumers and to industry at large of an adequate 
service of business statistics cannot be overemphasized, since it 
serves to enhance the stability and soundness of general busi- 
ness conditions. Thus engineers have pointed out that such 
associations 

. . . should collect and make public trade information, including current 
data on production, stocks on hand, consumption, the general price levels 
of essential commodities, and statistics of active and idle plant capacity. 
Such information would make for stability and elimination of waste. ‘ 

Publication of information in regard to past transactions may 
stabilize prices, and such an event usually would not be frowned 
upon by the courts. More exact and timely knowledge of market 
conditions may even result in lower prices in many cases, since 
accurate information serves to reduce business risks. This 
situation is highly desirable from the economic-efficiency view- 
point and is sanctioned by the courts as well. 

Resume . — In Chap. XIV we said: 

Here is a motorcar selling for $875, hosiery for 99 cents a pair, coats at 
$98.50, a suite of furniture for $169.75, a radio set for $69.98, and so on. 
Why are these prices as they are? Why does the radio set not sell for 99 
cents or for $875? Why should it be offered at $69.98 instead of $70? 

The radio set does not sell for $875 because of the elasticity 
of demand for such an article, nor does it sell for 99 cents owing 

* Committee on Elimination of Waste in Industry, “Waste in Industry,” 
Federated American Engineering Societies, 1921, pp. 24-33. 
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to the cofite of production that must be incurred if radio sets are 
to continue to be offered on the market. These points were 
explained in the discussion of competitive prices in Chap. XIV. 
Answers to the remaining question, i.e., why should the radio 
set be offered at $69.98 instead of $70, have been indicated in 
the explanation of controlled prices, wherein a number of 
methods of determining retail prices were set forth. One general 
set of pricing problems, however, has not yet been treated. 
Prices sometimes are determined directly or indirectly by 
governmental authority, and it is to this aspect of the subject 
that attention is to be directed in Chap. XVI. 

Problems 

102 . Draw a supply and demand curve to illustrate the bargaining range. 
What determines the exact price that will be charged under the conditions 
indicated? 

103 . State the principle of monopoly price determination. Contrast it 
with competitive price determination. Under what conditions might 
monopoly price be as low as or lower than competitive price? 

104 . Do you believe that the study of twenty-nine consolidations referred 
to in this chapter proves that consolidations, as a rule, are not profitable? 
Why? 

106 . Does it make any difference to society whether a given industry, 
or any industry, is subject to increasing or decreasing costs? Explain 
carefully. 

106 . Using the data given in the table, find the price a monopolist would 
set. What are his profits at this price? Is he subject to increasing or 
decreasing unit costs? WTiy? How do you explain this fact? 


Price 

Demand 

Cost 

310 

100,000 

Fixed expenses are $1,000,000; variable expenses are 

9 

150,000 

$2.50 per unit produced. 

8 

200,000 


7 

260,000 


6 

300,000 


5 

375,000 



107 . WTiat is a trade association? What are its advantages and dis- 
advantages (1) for the businessman and (2) for society? 

References 

Note. See references at end of Chap. XVI. 









CHAPTER XVI 


CONTROLLED PRICES 

Under competition, as shown in Chaps. XIV and XV, a definite 
price or a range of prices is established. Prices may be so low 
as to force some producers out of business and to cause others to 
combine for security, or they may be so high as to entice new 
producers into the field and perhaps lead to a curtailment of 
buying. But whether prices be high or low many producers 
through combinations and agreements of various kinds continue 
to attempt price control in the interest of higher profits. Some- 
times these efforts are unsuccessful because new producers 
may appear, because buyers may turn to substitutes, or because 
agreements may be violated by some or all of the producers. 
Sometimes, too, attempts at price control are thwarted by the 
intervention of the government. 

Early Reliance upon Competition. — The early economists 
placed great faith in competition. To them it meant fair 
prices to producers and consumers alike. Just as a thermostat 
automatically regulates the heat of a building, so it was thought 
that competition automatically would regulate the price system. 
Among businessmen this view also was commonly accepted. 
More than one Chamber of Commerce speaker chose for his 
subject: Competition Is the Life of Trade. Furthermore, this 
doctrine became the basis of many regulatory laws passed in 
the interest of the public. 

Competition Is Inefficient. — Competition, however, has dis- 
tinct shortcomings, which gradually were recognized. Its 
operation involved numerous inefficiencies. Waste appeared 
on every side. The producers themselves often took the initia- 
tive in attempts to remedy the situation. They would either 
“freeze out” some of the weaker members and combine those 
surviving the process, or reach a mutual understanding such as a 
price agreement, a division of business, or even a division of 
earnings. Whatever advantage the consumer may have enjoyed 

812 



CONTROLLED PRICES 


313 


during price-cutting wars he often paid for dearly later on by 
higher prices or by sacrifices in the quality of the goods and 
services purchased. Furthermore, as long as the government 
looked upon competition as the panacea for all his needs the 
consumer could expect but little relief from other forms of control 
over problems of price and quality. 

The general attitude toward competition is undergoing a 
marked change. Already it is recognized that in the interest 
of the buyers themselves, some prices must not be subject to 
competition. The prices of certain goods and services must be 
regulated, it is becoming increasingly clear, because they are ^ 
affected with a public interest and are produced and dispensed 
by industries with monopolistic tendencies. If prices are 
fixed directly by some outside authority, or indirectly by regula- 
tions of one type or another, competition has had no direct part 
in the process, although often it must be recognized as a con- 
tributory factor. The lack of competition requires any price- 
fixing body to develop new principles of price determination 
that will take the place of the discarded self-adjusting competitive 
process. 

I. PRICE FIXING UNDER GOVERNMENT SUPERVISION 

Insurance. — Insurance serves as an example of a business in 
which unregulated competition proved to be so unsatisfactory 
for both buyer and seller that the state governments finally were 
obliged to take a limited part in the fixing of rates. This rate 
determination often is done indirectly. In fire insurance, for 
example, premium rates usually are determined by rating bureaus 
subject to state supervision. These rating bureaus set rates that 
are closely followed by the members; price as a factor in competi- 
tion is thus partially eliminated. Furthermore, the state insur- 
ance laws, by stipulating the method of computing the reserve 
that shall be kept by the fire insurance companies, indirectly 
help to determine premium rates. 

Another example is workmen’s compensation insurance. The 
government establishes in advance the amount of compensation 
that will be paid for various types of injuries. All insurance 
companies and all injured persons of a given class thus are placed 
on the same general basis. If the state sells the insurance through 
a state fund, the premium rates are determined for those employ- 
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ers who insure with the fund. Yet in neither fire, liability, nor 
life insurance is there absolute fixation of premiums. Moreover, 
the degree of price competition that actually exists usually is 
amplified by competition in the terms of service rendered and, in 
some cases, by a reduction in “net” rates through refunds. 

Interest Rates. — Federal reserve banks under the supervision 
of the Federal Reserve Board of Governors, a government 
agency, fix rediscount rates. These rates usually are set within 
limits bounded by commercial paper rates and bankers' accept- 
ance rates. Since both commercial paper rates and bankers' 
acceptance rates depend upon market conditions, it may be said 
that the reserve banks set their rates with reference to the general 
business situation, though it is true also that market conditions 
are subject to influence from rediscount rates. 

Direct Government Price Limitation. — During the World War, 
the government fixed limits to the prices of such leading articles 
as wheat, iron, steel, lumber, and copper. The purposes of this 
procedure were to insure an adequate supply of these commodities 
for the more pressing uses, to prevent profiteering in their sale, 
and to stabilize their markets. For example, the government 
wished to increase the production of wheat. Under the terms 
of the Lever Act a minimum wheat price of $2 was set for the 
1917-1918 crop. The President later raised the minimum to 
$2.20. This price guaranty made it possible to grow wheat 
profitably on land that had not been used for wheat under ordi- 
nary circumstances. Wheat production was increased consider- 
ably, but current dust-bowl and price problems have appeared as 
a disturbing aftergrowth of this intervention by the government. 

In order to stabilize the iron and steel markets, the government 
in 1917 fixed maximum prices for iron and steel which generally 
were much below the prices that had been in existence in previous 
months. Table 41 shows the points at which prices were fixed. 
These price adjustments were facilitated by the high degree of 
organization in the iron and steel industry. Output was main- 
tained at a satisfactory level in spite of price fixation. 

In England price fixing was utilized more extensively than in 
the United States. Certain commodities were bought outright 
and distributed by the government, sometimes at a loss and some- 
times at a profit. In the basic industries, such as iron and coal, 
the government usually fixed a minimum as well as a maximum 
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Tabus 41. — ^Psicas Fixbd Sxbtbmbbr 24 and ATSBAan Jclt Quotations, 

1917* 


Commodity 

Fixed 

price 

Average 

July 

price 

Iron ore, non Bessemer (61.6 percent iron per gross ton) 
Coke, blast furnace (per net ton) 

$ 5.05 
6.00 

S 5.05 
12.75 

Steel bars (per hundredweight) 

3.00 

6.00 

Plates three-sixteenths thick or heavier, (per hundred- 
weight) 

3.25 

9.00 

Bessemer billets (per ton) 

47.60 

100.00 



♦ Iron Age, Sept. 27, 1917, p. 766; Oct. 4, 1917, p. 838. 


price and, if costs exceeded the minimum price, the government 
made up the deficit by a subsidy. Prices also were fixed in other 
countries engaged in the war. 

Export Monopolies. — A widely discussed problem of govern- 
ment price fixation in recent years concerns control of exports 
of industrial raw materials and foodstuffs. This type of restric- 
tive policy is far from new, for it frequently was employed by 
mercantilists in the seventeenth and eighteenth centuries. Its 
revival has been encouraged because modern industrial nations 
have become increasingly dependent upon foreign sources of 
supply for certain raw products. Thus every country which has 
a more or less complete monopoly of a particular raw material 
has an incentive to exploit the advantages of its unique position. 

A marked development of export controls has appeared in the 
last 30 years. Not only has control become more active and thus 
more effective in many cases, but also the number of commodities 
subject to control has increased. Some of the more important 
commodities now or recently subject to such control are:^ 

Camphor (Japan). Pulpw«K)d (Canada). 

Coffee (Brazil). Rubber (British Malaya). 

Cotton, long staple (Egypt). Silk (Japan). 

Mercury (Spain, Italy). Sugar (Cuba). 

Nitrate (Chile). Tin (British Colonies). 

Potash (Germany, France). 

^Wallacb, B. B., and L. R. Edminstbb, “International Control of 
Raw Materials,” Brookings Institution, 1930, Appendix A. 
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Export control usually has been established for one or more of 
the following reasons: (1) To obtain public revenue by means of 
an export tax, (2) to maintain or increase the profits of domestic 
producers, (3) to foster and extend domestic manufacturing indus- 
try by means of especially low raw-material prices, (4) to conserve 
natural resources, (5) to impose penalties on aggressor nations 
in wartime, and (6) to prevent accumulation on other nations of 
credits which cannot be transferred to the exporting nation 
because of exchange-rate disturbances. Governments have not 
been uniformly successful in realizing these aims. The pitfalls 
in the way of adequate export control and, indeed, of minimum 
price control for any raw material, may be illustrated by reference 
to coffee “valorization” in Brazil. 

Brazilian Coffee Valorization. — The intervention of the state 
and federal governments of Brazil in the production and market- 
ing of coffee represented an attempt to deal with two distinct 
and difficult problems of supply. One, not unlike that which 
occurs with cotton, was the problem of stabilizing prices for a 
crop that fluctuates markedly from year to year. The other, 
similar to that which arises in the case of rubber, was the problem 
of adjusting supply to demand when the crop does not come into 
bearing until six or seven years after the season in which it was 
planted. 

For many years Brazilian planters found the price of coffee 
remunerative and they rapidly replaced corn, rice, beans, and 
other crops with coffee. Coffee consumption throughout the 
world increased steadily, but not so fast as production. Thus 
stocks on hand gradually accumulated. The climax came with 
the unprecedented crop of 1901-1902 Panic was followed by 
depression. Mortgages on plantations were foreclosed and 
revolution threatened. The demand for state aid became 
insistent. 

With prospects of another bumper crop in 1906, the state of 
Sao Paulo adopted a policy of valorization late in 1905: A surtax 
on all coffee exported provided the state with funds that were 
used to purchase coffee to be withheld from the market in order 
to prevent a rapid price decline. The policy was successful, 
especially since the coffee purchased by Sao Paulo was replaced 
on the market very gradually, the last bags being disposed of in 
1918. In addition to saving its chief industry from immediate 
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min, the state of Sao Paulo provided for the future when it dis- 
couraged the further planting of coffee trees by a tax on ail new 
plantings not intended merely to replace old trees. If this neces- 
sary step had not been taken, the increased profitableness of coffee 
growing which resulted from enhanced prices would have led to a 
domestic surplus so great as to break down the state’s attempt at 
valorization. 

The first valorization, just described, was begun in 1905 and 
liquidated in 1918. The second valorization, 1917-1920, and 
the third (which was conducted by the federal government), 
1920-1923, were quite successful, not only in moderating price 
recessions but also in returning handsome profits to their pro- 
moters. As a result, continuous regulation was begun in 1925. 
The system had failed by 1929, however, since production outside 
Brazil could not be restrained. Thus prices eventually fell 
very low and all attempts at control were abandoned. 

The American Farm Problem. — The great encouragement to 
agricultural production which resulted from the high prices of 
the World War period led to a marked expansion of output. 
Many persons undertook to cultivate areas which previously had 
not been brought under the plow, while others cultivated more 
intensively land already in use. Farmers mortgaged their prop- 
erty either to acquire additional land or to obtain new farm 
machinery. After the cessation of hostilities other regions 
returned to agricultural pursuits and the competition of these 
and the new farming regions forced the prices of leading crops 
to a low level. The farmer’s income thus fell much more rapidly 
than his cost of production, as shown in Fig. 35. 

The burden of farm debt was greatly enhanced by this fall in 
farm prices, so that a much larger proportion of agricultural 
produce was required to meet mortgage payments than before. 
The depression of the 1930’s further emphasized this burden. 
Many farmers lost their land, and many credit institutions held 
loans which it seemed could never be repaid. The severity of 
this debt burden, the large number of persons adversely affected, 
and the marked shrinkage in markets for manufactured goods 
which resulted led the government to seek a solution for the 
unusually depressed condition of the agricultural industry. 

The Agricultural Adjustment Administration. — A number of 
bills were introduced in Congress in the postwar years which 
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sought to relieve the farm problem. The most popular measures 
were based upon an attempt to raise prices through government 
purchase of crop surpluses. If this general method should succeed 
in raising prices it also inevitably would raise production so that 
the government would be forced to buy increasing amounts of 
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Fig. 36. — Index numbers of prices received by farmers and prices paid by farmers 

for selected years. ^ 

crop surpluses until it became bankrupt. The experience of 
Brazil and other countries has proved conclusively that raw- 
material prices cannot be raised artificially with success unless 
production simultaneously is curtailed. 

In order to avoid this difficulty, the Emergency Farm Relief 
Act of 1933, declared unconstitutional by the Supreme Court in 


^ “Statistical Abstract of the United States,” 1929, p. 642; 1986, p. 606; 
AAA releases, 1937, 1938. 
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January, 1936, provided for the Agricultural Adjustment Admin- 
istration. The AAA, as it was called, established a program of 
crop reduction for leading commodities. The Secretary of Agri- 
culture was empowered to enter into contracts with farmers which 
called for acreage reduction or curtailment of production for 
market. By way of compensation the cooperating farmers 
received rent for land leased out of production or benefit pay- 
ments for the restricted allotments grown. Farmers who failed 
to cooperate could produce as much as they wished, but they 
could not participate in benefit payments. 

The cost of the benefit pa 3 rment 8 was to be met through 
taxes on the first domestic processing of the products. Thus 
the burden of agricultural aid rested upon the general consuming 
public. The justification for this condition was declared to 
be the fact that a restored agricultural industry would provide 
markets for manufactured products and the expansion thus 
engendered would reduce unemployment and so would aid the 
public as a whole. 

Success of the AAA Program . — We may seriously question 
the desirability of general crop restriction at a time when many 
people were living on reduced diets or were suffering from 
partial starvation, but if we accept the statement that immediate 
restoration of agricultural prices was a necessity, this method 
perhaps was the only workable one at hand. It sought to 
raise prices by the restriction of supply. Therefore it did not 
carry within itself the most important seed of ultimate failure, 
namely, high prices without limitation of production. Eco- 
nomically speaking, the program rested upon a sounder base 
than did those proposed before the depression. 

The actual success of the program cannot be determined 
readily. Farm prices rose 50 percent from the date of its 
inception to the beginning of 1936. The cost of the farmer’s 
purchases rose only 15 percent in the same period. The AAA 
program cannot be given sole credit for this improvement in 
the farmer’s position, however, for other factors undoubtedly 
played a part. Thus adjustments of non-controlled crops to 
the new market atuation occurred, so we may assume that 
similar changes would have appeared in the controlled crops if 
they had not come under the AAA plan. 

Weaknesses of the AAA . — ^The AAA program evidenced certain 
weaknesses during its life. Thus acreage control alone is not 
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necessarily suflScient to limit the amount of a crop that appears 
upon the market unless the intensity of cultivation is subjected ' 
to control as well. Furthermore, the limitation of farm activity 
on one crop often led to greater production of non-controlled 
products so that their prices were depressed in turn. The 
tendency thus might have been toward a compulsory control 
over all agricultural activity, if the program had continued and 
if the need for action had not been reduced. Finally, the 
processing taxes tended to curtail the use of the very products 
whose consumption should expand. Unless the demand is 
quite inelastic, then, the cost of such a program should be 
defrayed in some other manner which would not affect the 
majority of consumers in this way. 

The New” AAA . — When the AAA was declared unconstitu- 
tional in 1936, Congress promptly passed new legislation to 
obtain the same results in a manner which it was hoped would 
prove to be consistent with the Constitution. Under the new 
law, the general funds of the federal government are used to 
encourage soil preservation and flood control. These measures 
are assumed to involve what is definitely an interstate matter. 
Thus farmers who plant legumes, such as clover, return nitrogen 
to the soil; this is conservation, for which they will receive 
payment. 

In 1938 the Secretary of Agriculture was empowered to set a 
national acreage allotment for each crop each season, based upon 
production during preceding years. He was also permitted to 
invoke marketing quotas, subject to rejection by a referendum 
vote of one-third of the growers involved, whenever national 
supplies of any crop exceed specified levels. As a further means 
of controlling farm prices, through control of the supply of 
products, provision was made in the 1938 legislation for giving 
cooperating farmers loans on their crops whenever prices fall 
below a parity established by the Secretary of Agriculture. 

Price Control under the National Industrial Recovery Act. — 
The National Industrial Recovery Act, passed on June 16, 1933, 
had two purposes. The more important and immediate one was 
to promote business recovery from the depths of the depression, 
while a second and more permanent aim was to improve the 
conditions of competition in industry. The chief purpose was 
to be attained primarily through higher rates of pay, shorter 
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hours of work, and the maintenance of prices at ievels sufficiently 
high to permit industry to cover its increased labor costs. The 
President and his administrators were given wide powers to 
promote the self-regulation of industry under government 
supervision by means of codes of fair competition. Although 
direct price control was a secondary factor in NRA, the entire 
program was closely related to prices at almost every point. 
Wage rates and total factory pay rolls rose to some extent under 
the codes, but prices rose to an even greater extent. The general 
lack of success in respect to price control led NRA to confine 
most of its attention to competitive practices in the later months 
of its life, before it was declared unconstitutional by the Supreme 
Court in May, 1935. 

A study of 677 codes^ revealed that 560 contained some 
provision relating to minimum prices. The code submitted 
by the petroleum industry, for example, contained far-reaching 
provisions for the control of prices of oil and oil products. Petro- 
leum could not be sold below its “recovery” cost and petroleum 
products not below “average” cost. Provision was made to 
maintain prices by restricting sales through pooling agreements. 
Minimum prices could be set by the President for a 90-day 
period. In the copper industry, producers, refiners, and smelters 
who agreed to sales quotas and allocation of orders were permitted 
to call their product “blue eagle” copper, which was made a 
requirement for all purchases by the United States government. 

“Public Yardsticks” in Rate Control. — Another example 
of indirect control of prices by government agencies is exemplified 
by “public yardstick” enterprises in the electrical utility field. 
When generating stations and electrical distribution systems 
are operated as a public enterprise in competition with privately 
owned utilities, the rates charged by the private companies are 
subject to some degree of indirect control as a result of the public 
competition in electrical service. Many communities enjoy 
low rates because of this competition rather than because of 
direct regulation of the rate schedules of the utilities. Further- 
more, a monopolistic public plant having no competitors in the 
area which it serves often leads to low rates in adjoining regions 
as well because the plant is considered by the general public to 

‘ BtrsMs, Akthub R.: “The Decline of Competition,” McGraw-Hill Book 
Company, Inc., 1936. 
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be a yardstick by which to determine the fairness of rates in that 
territory. Thus the low rates charged by the Tennessee Valley 
Authority, for example, have led to rate reductions by the 
private utilities which supply power for other areas in the 
South. Similarly, one of the arguments presented in favor 
of the maintenance of government yardsticks is the assertion 
that these enterprises permit the government to check upon 
the costs of ship construction when bids are received for vessels 
to be built in private shipyards. The effectiveness of public 
yardsticks in price control depends less upon the competition 
which they offer to private enterprises than upon the accuracy 
with which cost data are secured in the yardsticks themselves. 
For this reason government yardsticks should maintain com- 
plete and accurate accounting records of their operations, 
although in practice they all too often fail to do so. 

n. DIRECT GOVERNMENT PRICE FIXING 

Taxation. — k common example of direct price fixing by the 
government is to be found in the determination of taxable value 
and of tax rates. This determination is carried on by local, state, 
and federal governments. Many years ago, and even now in a 
few countries, individuals acquired the right to collect taxes by 
the payment of a stipulated sum to the government. These 
“tax farmers” as they were called then proceeded to collect as 
much from each individual as they could get. Thus a person 
was not certain of the amount of taxes he would be required to 
pay. Under government determination of taxable value, and 
of tax rates, however, this uncertainty has been greatly reduced. 

Condenmation. — ^The judiciary branch of the government also 
takes a very active part in price fixing. A common example is 
to be found in condemnation proceedings under the sovereign 
right of eminent domain. Eminent domain is the right or 
power of a sovereign state to appropriate private property to 
particular uses for the general welfare. It embraces all cases 
where the individual’s property is taken without his consent for 
the public good by authority of the state, and is devoted to some 
particular use by the state itself, by a public or private corpora- 
tion, or by a private citizen. 

When property is taken in this way the owner must be com- 
pensated properly for that which he has lost. Jusi compensation 
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a fair and full equivalent for the loss sustained by the 
condemnation for public use. This equivalent may be either 
more or less than the mere money value of the property actually 
taken. It may be more if a franchise-value also is appropriated 
or if but a part of the property is taken and the remainder is 
damaged by the taking. It may be less if the remainder is 
benefited by the taking since this “free income” is deducted 
from the compensation for the part taken. 

The judiciary is faced with the problem of determining the 
value of the property taken, since this value determines whether 
just compensation has been made. Property valuation, however, 
is a problem in pricing, for we wish to know what price the 
property would bring in a normal market. Courts consider this 
market value of property as the price which it would bring if it 
is offered for sale by an owner who desires, but is not obliged, 
to sell it and is purchased by one who is under no necessity of 
obtaining it. In other words, there should be no compulsion 
upon the buyer or upon the seller. To determine this value, all 
the possibilities of the property, all the uses for which it is 
adapted, are to be considered, and not just the use in which it 
happens to be employed at the time. For example, a given plot 
of city land may be used as a parking lot. A public utility wishes 
to condemn it for use as a terminal, which will yield handsome 
profits to the utility. Its value is not to be found from its use 
as a parking lot, or as a terminal, but from all its possible uses. 
The parking-lot value is too low to be just to the seller; the ter- 
minal value may be too high to be just to the buyer. Again, 
public utility property is in a different position from private 
property. If private property is condemned, the private busi- 
ness conducted upon it can be moved to a new location. If all 
utility property in a given area is condemned, the utility’s 
franchise to do business is taken along with the other property. 
Therefore the franchise-value may be included in the condemna- 
tion price fixed by the court. 

Rate Regulation. — Governments also fix prices directly by 
means of commission activity. Public utilities are either com- 
pletely or partially monopolistic in nature. Electric light and 
power, telephone, natural or artificial gas, and water systems 
when privately owned usually are given monopolistic rights in 
the franchises which permit them to use the city streets. Steam 
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railroads compete strenuously at large terminals but many 
smaller communities are served by only one railroad. Thus a 
portion of railway business is non-competitive. Since the public 
utilities are subject to monopolistic rather than competitive 
principles of pricing, their rates require regulation. Otherwise 
the public may be forced to pay excessive rates for service. 
Experience has shown that the commission' form of control is 
the most satisfactory, largely because the commissioners may 
become experts and so can meet special problems as they arise. 
If the control is directly by legislative enactment, it is not rapidly 
responsive to new conditions, it is inexpert, and it is likely to 
become political instead of technical in nature. 

Rate Principles. — The regulation of utility rates would be a 
fairly simple matter if only one class of service were rendered. 
If a railroad carried just one kind of coal, or if a power plant 
served only residential users, rates could be based upon the cost 
of service rendered. The power plant would apportion all its 
expenses in terms of the number of kilowatt-hours of current 
taken; the railway would apportion its costs in terms of the num- 
ber of carloads of coal carried. 

The determination of rates cannot bo based upon the cost-of- 
service principle, however, because of the diversity of services 
rendered by utilities. Railroads carry thousands of different 
commodities in carload and less-than-carload lots; power plants 
serve domestic, commercial, and industrial users; telephone com- 
panies offer local and long-distance, day and night services. Thus 
it becomes impossible to determine the exact cost of serving any 
particular customer, since the given facilities are used to serve 
many customers. The overhead expenses are common costs 
which, in many respects, are like joint costs. The problem of 
rate determination, therefore, is one of allocating these common 
costs to the various classes of service in a manner that will be 
fair to everyone. 

Value of Service. — Two methods of allocating the common 
costs are available, but each method is purely arbitrary. These 
costs might be allocated equally to each unit of service so that 
each kilowatt-hour or each carload bears the same share of the 
overhead expenses. This method is not used in practice because 
some classes of service are unable to carry this proportion of 
the common costs. Let us assume that the direct cost, or ovLof- 
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pocket cost, of moving a carload of coal from Jf to F is $1 and the 
prorata share of the common costs is 75 cents. If the coal will 
be shipped only at a rate which is not in excess of $1.50, some 
other method of caring for the overhead costs must be found if 
the coal shipment is to be handled. 

On the other hand, the common costs jnay be allocated une- 
qually to the various classes of services. Those portions of the 
service which can afford higher rates will carry a larger proportion 
of the overhead expenses while the portions which must 
have low rates will be required to pay very little more than the 
out-of-pocket costs involved. Thus the value-of-service principle . 
assumes that rates will conform to the willingness of customers 
to pay for the service rendered. Those willing to pay a large 
amount make a substantial contribution to the common costs 
in addition to meeting the out-of-pocket costs involved. Those 
who will pay only a small amount contribute little more than the 
direct costs of the ser\dce received. 

If carried to its logical extreme, this method of quoting rates 
would result in a different rate for each customer for each time 
he would desire service. Public utilities, however, are required 
by law to serve every member of a given class of customers at 
the same rate. That is, personal discrimination is prohibited. 
Railroads also are required to observe equality in treatment 
between various communities. Thus local discrimination is for- 
bidden in most circumstances. The result of these necessary 
restrictions is the quotation of rates in terms of the class of service 
given, so that the value-of-service principle is used to allocate 
most of the common costs to those classes which can afford to 
pay the largest amounts for service. Hence manufactured goods 
pay higher freight rates per hundred pounds than coal, 
and industrial power users pay much less per kilowatt- 
hour than do the residential customers. The complicated rate 
structures which result are the joint work of commissions and 
utilities; the former seek low rates to benefit the public, and the 
latter seek high rates to benefit their stockholders. Thus the 
prices paid for utility services are the outcome of government 
control through regulating commissions. 

Public Utility Profits vs. Monopoly Profits. — ^The relation 
between monopoly price theory, explained in Chap. XV, and 
public utility profits may be shown by an example such as that 
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illustrated in Fig. 36. The demand for the service rendered by 
the utility in question is shown by DD, while the average cost of 
rendering service is represented by CC. The maximum profit 
area afeh appears with an output of OM units of service and a 
price of Oh (or Me) dollars. This area, however, represents a 
return upon the utility’s investment which often is too high. 
Thus the unregulated utility may be charging exorbitant rates 
because it occupies the position of a monopolist. The fair return 
which the utility is entitled to earn we may assume is represented 
by the area spri, as determined by one of the methods to be 
described below. Therefore under regulation the rate charged 


r D 



will be only Ot (or Nr) dollars and the output will be ON units of 
service. 

One basic difl&culty of public utility regulation may be deduced 
from this diagram. Suppose the maximum profit area afeh fails 
to yield the fair return which the utility should receive. What 
action is available to a regulating commission which seeks to 
establish rates that will be fair? If the rate is raised above Ob 
dollars the net profit secured will decrease still further below the 
fair return; if the rate is lowered in the effort to increase receipts, 
net profits again will shrink. The commission is unable to carry 
out the mandate of the Constitution as interpreted by the courts 
that a fair return must be earned, and the only alternatives are 
(1) a financial reorganization of the utility which will reduce the 
costs to a point where adequate profits are obtained, or (2) com- 
plete abandonment of business by the utility. In the first case 
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the investors may lose heavily, while in the second case the 
public also may lose because it f^s to secure public utility service. 

Utility Valuation. — ^The property rights of the public utilities 
must be respected by the regulating commissions; since the right 
to receive income is one of the property rights of the utilities, the 
rate regulation must be fair to the corporations as well as to 
the public. Thus the commissions’ activities are limited by the 
attitude of the courts regarding a fair return. In order to 
test the reasonableness of the rates established through regulation 
the courts must know the valuations placed on the property of 
the utilities. The rate must permit a ‘Tair return” on a “fair 
value.” The final price determinations of the government’s 
commissions, therefore, are those which, like condemnation pro- 
ceedings, establish the market value of the property which the 
utilities are using to serve the public. There is relatively little 
dispute over the meaning of “fair return” in most cases; the 
court battles that appear in utility cases are those which rage 
over the question of “fair value.” Several methods of property 
valuation are in use at the present time and will be examined in 
order to see how these prices are determined. 

Capitalized Earnings. — An equipment factory that earns 
$1,000,000 net each year for its stockholders may be evaluated by 
capitalizing the amount of the earnings at a rate of interest. 
If the generally accepted rate of return in this particular type of 
business is 8 percent, the plant would be worth $12,500,000. 
This method could not apply, however, if the properties of a 
public utility were under consideration. The prices of the articles 
produced or serviced in the factory are not under the control 
of a regulating commission but are set by the forces of the market; 
the prices charged by the utility are the items to be regulated. 
Obviously, then, it would be inconsistent to arrive at a valuation 
by capitalizing earnings when the earnings are the result of the 
prices charged in view of the valuation. Fair rates, the goal of 
public utility regulation, are those rates which will yield a fair 
return on a fair valuation. Suppose now it is agreed that 8 
percent is a fair return. Note the vicious circle in which 
this valuation method finds itself : 

Let X ~ net earnings 

and Y — fair value 

Then ^ = I" yx 0.08 = X (14) 
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We wish to determine the reasonableness of X. Is it too large, 
too small, or just right? From X we derive F, the fair value. 
From F we conclude that X is just right, no matter whether X 
in fact was too large or too small. 

Market Value of Securities. — Suppose the securities of an 
electric light and power company have a market value of $50,- 
000,000. Should light and power rates be high enough to yield 
a fair return (say 8 percent) on this valuation? If we assume that 
the market value of the securities is determined only by the earn- 
ing power imder prevailing rates, we are merely begging the 
question. If earning power is large, the value of the securities 
is high ; if earnings are small, the value of securities is low. But 
suppose the stock has a market value of $300 per share and pays 
$9 annual dividends. Should rates be set to yield $24 on each 
share? Once the stock paid annual dividends of $24 per share 
would anything prevent its value from going to $600 or $800 on 
an inflated market? This basis of valuation also is unsatisfactory. 

Reproduction Cost. — The foundation of the next method of 
valuation is the theory of free competition. The idea is that the 
prices of reproducible articles under competitive conditions closely 
approach their costs of reproduction. The market value of the 
property, which determines reasonableness for the court, may be 
said to rest upon the present cost of replacing the property. 
Clearly it is the depreciated value of the property that is to be 
reproduced, but an engineer who is given the task of duplicating 
the property might ask if he is to reproduce the physical plant 
or the ability of the going concern to render service. In practice, 
the physical plant as depreciated is the criterion. 

This valuation method imposes a heavy burden on the con- 
suming public if prices rise, and on the stockholders if prices fall. 
Suppose a power plant was built at a cost of $25,000,000 and 
charged rates to yield a fair return on this investment. If the price 
level should rise 100 percent, rates should be set to yield a fair 
return on $50,000,000, and the stockholders might enjoy a 500 
percent increase in dividends without the investment of a penny 
of additional capital. 

Suppose the price level had fallen 50 percent. If the original 
investment had been made up of $20,000,000 in 6 percent bonds 
and $5,000,000 of capital stock with an implied di\ddend rate of 
7 percent, the annual fixed charges would have amounted to $1,- 
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200,000, plus dividends of $350,000, or a total of $1,560,000. This 
sum represents an average rate of return of 6.2 percent. This 
rate of return on the new valuation of $12,500,000 ($25,000,000 
reduced by 50 percent) would yield an annual return of only 
$775,000, which would fall short of meeting interest requirements 
alone by $425,000. The equity of the stock owners would be 
reduced to zero, and the company would be insolvent simply 
because of the valuation method used. Reproduction cost, there- 
fore, is a valuation process which will operate only in one direc- 
tion, i.e., in that of a rising price level, and then may be unfair to 
the general public. 

Original Cost. — Original cost refers to the actual outlay of 
money at the time of installation of plant and equipment and at 
the time of later additions. Depreciation should be taken into 
account in this method as well as in the foregoing one. The 
basis of the original-cost method of valuation is the 'principals- 
and-agent theory. Transportation, for example, is said to be a 
service that the community may provide for itself. If it is pro- 
vided by private investors instead, they act in effect as agents 
of the state. Thus according to regular principles of law, agents 
should receive the customary rate of return whether market 
value rises or falls; special profits or losses should be borne by the 
principal. Since the original-cost method measures the sacrifice 
of the investors, it shows us how much compensation they (the 
agents) should receive. 

Since improper expenditures have been made from time to 
time in the acquisition of utility properties, the fraudulent and 
more ill-advised items should not be included in original cost. 
When these deductions have been made, the value remaining is 
called the prvdent investment. It includes only those expenditures 
which an honest businessman of average sagacity would have 
made. 

Analysis of 366 Valuation Cases. — The courts themselves, for 
one reason or another, have not shown a high degree of uniformity 
in their decisions on valuation cases. A summary of 366 decisions 
handed down between 1920 and 1923 was given in the Supreme 
Court opinion in the famous Southwestern Bell Telephone case 
in 1923 (43 SCR 544). The summary appears in Table 42. 

Note that twelve cases were based upon capitalization of 
securities, three on predicted prices, and six on original cost appre- 
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Tabus 42^-<~SincMABT ov 366 CJottbt Dbcisiokb on Valuation Mxthoim*' 
Cases Valuation method 

5 Reproduction cost at prices of valuation date. 

28 Reproduction cost at prices of date prior to valuation. 

12 Reproduction cost at prices of date not stated. 

22 Split-inventory method: Reproduction cost of inventory at prior date 
at prior prices plus additions at cost. 

3 Trend-price method: Reproduction cost at future predicted prices. 

70 Total reproduction cost. 

85 Original cost (both original investment and additions). 

6 Original cost arbitrarily appreciated. 

28 Book cost or book investment. 

27 Prudent investment. 

146 Total original cost. 

12 Bond and stock capitalization. 

138 Exact classification of method impossible. 

366 Total coses reported. 

♦Quoted from S. Daggett, “Principles of Inland Transportation,” let ed., Harper 
Brothers, 1928, pp. 352-863. 

dated by some arbitrary figure. Clearly some of these methods 
are superior to others; some, indeed, are so inexact that they 
should not receive any serious consideration. It is for this reason 
that a clear statement of valuation procedure is so urgently 
needed by commissions and lower courts. 

The Supreme Court and Valuation. — In the first valuation case, 
decided in 1898, the Supreme Court said: 

The original cost of construction, the amount expended in permanent 
improvements, the amount and market value of its bonds and stock, the 
present as compared with the original cost of construction, the probable 
eanung capacity of the company under particular rates prescribed by 
statute, and the sum required to pay operating expenses . . . are to be 
given such weight as may be just and right in each case.^ 

Many decisions on valuation cases have been handed down by 
the court since that time, but lower courts and federal and state 
regulating commissions still find it difficult to determine the 
exact valuation method that will be acceptable to the court. 
Since the Supreme Court seeks to determine the market value of 
the utility's property on the basis suggested above in the dis- 
cussion of condemnation value, it is evident that a single formula 
for market value is unlikely to prove acceptable in all cases. 


» 169 U. S. 466. 
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Experts in the field of utility valuation, however, feel that either 
of two methods will be accepted under proper conditions. 

K the property of a utility is to be valued on the basis of original 
cost, the accounting records must be complete from the birth of 
the business to the moment of valuation. Careful and expert 
analysis of these records then will yield a value which the court 
will approve. The books of many corporations are incomplete, 
however, because accounting technique has been expanded greatly 
since they were organized and because early records in many 
cases have been misplaced or destroyed. In this event the only 
alternative is to use the reproduction-cost method of valuation. , 
Apparently the court will accept a reproduction value only if 
prices at the date of valuation are used, and many cases have 
met with an unfavorable reception because these “spot prices” 
were not employed. No matter which method is followed, the 
work of valuation must be technically competent. The court 
will not approve of estimates but demands the facts in each case. 
This situation makes successful valuation a difficult matter and 
has called for the services of engineers to an increasing degree. 

The Relation of Engineers to Valuation. — The significant role 
now played by engineers in valuation cases is due to the increas- 
ingly common use of the reproduction-cost method. The fore- 
going discussion indicated that the procedure in the determination 
of original cost involved only the work of accountants, who derive 
the valuation from the books of the corporation. The procedure 
in the determination of reproduction cost is quite different. 
Three steps usually are involved. First, engineers must make a 
physical inventory of the entire property of the utility. At the 
same time they estimate the degree to which the various parts of 
the property are worn out; thus the extent of the depreciation 
is known. Second, current market prices for the various items 
of inventory arc found. The application of these prices to the 
inventory gives the major portion of the valuation. Third, cer- 
tain intangible items are added to arrive at the final valuation. 
The chief item is going concern value. It indicates the difference 
in value between so many rails, cars, locomotives, and terminals 
as physical units and their value when organized into a going 
concern which is transporting goods as an operating unit. Other 
items are good will and franchise-values. These items are sig- 
nificant in determining the value of a competitive business, but 
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they should not be included in the value of a monopoly and espe- 
cially not in that of a public utility. Nevertheless they are 
included in many valuations. 

Depreciation. — Depreciation plays a very significant role in 
valuation. If a utility claims to depreciate its property more 
rapidly than actually is the case, its cost of operation will appear 
to be greater than it is in fact. Thus it could justify a higher 
scale of rates than those to which it is entitled. Both the account- 
ant and the valuation engineer must be quite familiar with depre- 
ciation procedure if they are to be competent experts in this field. 

There are a number of formulae for calculating depreciation 
and salvage values. For example, the simple “straight-line” 
formula is:^ 

C. = C - (15) 

where A = the age in years, for which salvage value is sought. 

N = the life of the structure in years. 

C = the first cost of the structure. 

Ca = the salvage value of the structure at age A years. 

Cn = the salvage value of the structure at the end of its 
life. 

The salvage value at the age of ten years of an electric light plant 
which cost $10,000,000 and which was expected to lose all salvage 
value in 20 years would be: 

Ca = $10,000,000 - = $5,000,000 

In actual practice, however, the calculation is not so simple. 
Experts may give testimony to show that the rate of depreciation 
is different from that which was anticipated. For example, in 
a midwestem city there was a protracted battle over gas rates. 
Testifying as an expert witness for the gas company, one engineer 
said the plant, mains, and other property had a certain value, 
while another engineer, apparently equally competent, testifying 
for the city maintained that they had an entirely different value. 

^ J. C. L. Fish gives a very good explanation of these formulae in Chap. 
XVII of his “Engineering Economics,” 2d ed., McGraw-Hill Book Com- 
pany, Inc., 1923. 
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Many situations of this tjrpe merely indicate the fact that valu- 
ation problems are extremely diflBcult of solution, and that it is 
often impossible to obtain exactness and agreement even 
among engineers. 

The Time in Which New Equipment Should Pay for Itself. — 

Closely related to the general problem of depreciation is the 
question of the period of time during which equipment should 
pay for itself. A study of 200 manufacturing concerns gave the 
results which are plotted in Fig. 37. One-half of the companies 
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Fig. 37. — Policy of manufacturing firms regarding the purchase of new equip- 
ment. ^ 

depreciated equipment completely in 2 years or less, while four- 
fifths depreciated their equipment in 4 years or less. 

Obsolescence . — The chief reason for this rapid depreciation is 
the danger of obsolescence. The equipment does not wear out in 
such a short period of use but its place is taken by new and supe- 
rior machines. If the producer is not to be left behind in the 
competitive struggle, he must replace his old but quite usable 
equipment with the newer models which permit somewhat cheaper 
production. A high rate of obsolescence represents an overhead 
cost upon society as a whole as a result of rapid technical advance. 
Its burden is enhanced to no small degree by the competitive 
nature of many industries under the profit system. 

^ “Recent Economic Changes,” McGraw-Hill Book Company, Inc., 1929, 
Vol. I, p. 139. 
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Depletion. — ^The problem of depreciation is aggravated in 
many industries by the fact that depletion goes along with depre- 
ciation. C5oal mines, gas and petroleum wells, and similar indus- 
tries must write down their assets annually by an amount which 
represents the depletion of the store of natural resources with 
which the business began operation. Usually the exact store of 
resources cannot be determined when business is begun, so the 
depletion rate cannot be established with certainty. Thus it 
becomes necessary to rely upon estimates, which may be subject 
to a considerable margin of error. 

The Consumers Interest in Valuation. — The problems of valua- 
tion arise in the public utility field because of the necessity of 
substituting govemmentally fixed prices for monopolistic prices. 
The higher the valuation that is established the greater the inter- 
est expense and the greater the cost of service to the consumer. 
Thus the question as to whether public utilities are instruments of 
public service or corporations for private profit lurks back of every 
price-fixing problem. The interest of the public and the interest 
of the security owners come into sharp conflict at this point. 
The consumer wants rates no higher than absolutely necessary 
to maintain satisfactory service, whereas the owners desire the 
maximum return with the least possible outlay. 

Overcapitalization. — The statement was made in Chap. V that 
the overcapitalization of a business did not affect the prices it 
would charge, and so did not concern ultimate consumers, unless 
the business happened to be a public utility. We now are in a 
position to analyze this statement more carefully. First, suppose 
the business is in a highly competitive market. The price it can 
charge for goods or services is a constant; overcapitalization will 
not affect this constant. The quantity it can afford to produce 
is determined by the relation of its variable expenses to its total 
receipts; overcapitalization can affect only the fixed expenses. 
Therefore the capitalization has no effect upon the ultimate 
consumers of a competitive business. 

Second, assume the business is a monopoly. The point of 
maximum profit again depends upon the relation between vari- 
able expenses and receipts; fixed costs play no part in determining 
that point. The elasticity of purchase is not affected by the 
capitalization of a concern, for our bu3dng habits have no connec- 
tion with its financial structure. Therefore the capitalization of 
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a monopolist has no effect upon his point of maximum profit or 
upon ultimate consumers. 

Third, the rates of a public utility are subject to regulation. If 
the original-cost or reproduction-cost basis of valuation is used, 
capitalization should play no part in arriving at the value of the 
property. However, when valuation cases are before commis- 
sions or courts, the utilities frequently succeed in introducing the 
question of overcapitalization. They argue that the excessive 
securities are already upon the market and, indeed, in the hands 
of such innocent investors as widows, orphans, and insurance 
companies. These investors are entitled to a return. It can be 
obtained only if the overcapitalized figure is taken as the true 
value upon which charges to the public are to be based. Com- 
missions and courts sometimes accept the overcapitalized figures 
and thus require the public to pay more for these essential services 
than is necessary. Therefore overcapitalization of public utilities 
may lead to excessive charges if this fictitious value is substituted 
for the proper valuation. 

Economic Problems Involved in Price Fixation. — Government 
price-fixing activities raise many disturbing issues. Since prices 
are interdependent, any interference with one price affects other 
prices. Moreover, if price regulation is attempted in a field 
where a number of competitive producers furnish the supply, the 
price-fixing authority may be forced to enter the market to carry 
out its policy. For example, if the federal government guarantees 
a minimum price for food products which is above the competitive 
minimum already in existence, the government may be required 
to purchase part of tlie crop if it is to make its guaranty effective. 
Since the price guaranty encourages greater production, how- 
ever, an ever greater quantity must be purchased by the 
government, unless production is authoritatively restricted. 

On the other hand, if the government attempts to establish a 
maximum price which is lower than the price fixed by competitive 
forces, it will be faced with the problem of enforcing its policies. 
So long as output is adequate no difficulties are presented, but if 
demand outruns supply, competitive buyers will attempt to obtain 
the goods they desire by open or, if necessary, secret bidding up of 
prices above the established maximum. 

Similar difficulties are encountered in attempts to fix minimum 
wage rates. Sometimes the process may injure the very persons 
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it was intended to benefit, for the least eflicient employees may 
be discharged if the minimum wage is set at too high a level. 
Conversely, the rate may be so low as to be inoperative. Mini- 
mum wage fixation, Uke maximum commodity price determina- 
tion, however, may result in more eflScient production because 
the inefficient employers or producers are forced thereby to 
mend their ways or to go out of business entirely. 

m. SUMMARY OF COMMODITY PRICE DETERMINATION 

Prices are economic values expressed in terms of money. 
Commodities and services possess value because they are desired 
and because their quantity is limited. The totality of consumers’ 
bids and sellers’ offers determines market prices. Without mar- 
ket prices, there would be no limitation upon the demand for 
goods and no pecuniary incentive to supply them. This general 
principle would be true of a barter economy as well as of a money 
economy. Even a completely communistic society would be 
obliged to adhere to the spirit of this j)rinciple. 

Competition is a universal phenomenon, yet competition is no 
more universal than is the desire to escape it. Sellers wish to 
avoid competition because it may lower prices; buyers Avish to 
avoid it because it may raise them. Price analysis, therefore, 
must deal not only with the undercurrent of competition, but 
also with the ever-present tendency toward monopoly. 

Three general methods of pricing function simultaneously in 
the economic system. Supply and demand as the determinants 
of price were studied in Chap. XIV under assumed conditions of 
free competition. Cost was shown to be the most significant 
factor in supply, and elasticity of purchase in demand. Supply 
and demand forces together produce an equilibrium price at which 
the market will be cleared if free competition prevails. Free 
competition, it was indicated, really exists only in a few highly 
organized markets, and even there sometimes only in a limited 
form. 

Imperfect competition, and quasi monopoly, such as are to be 
found frequently in retail and wholesale trade, were considered 
in Chap. XV. Various sales policies on the part of indi- 
vidual retailers and wholesalers, consolidations, open-price asso- 
ciations, and other types of organizations were shown to depart 
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from the prmciple of price detennination under Iree competition 
in varying degrees, according to their price-controlling activities. 
The distinctions between competitive and monopolistic behavior 
were discussed, and monopoly price was shown to rest upon the 
relation between cost and demand which would yield the maxi- 
mum net profit. 

In Chap. XVI prices again were considered under conditions 
of control, but of a more stringent nature, in some cases amounting 
to complete fixation. Here it is not a question of balancing supply 
and demand schedules under assumed conditions of free competi- 
tion or of noting the effects of price policies upon competitive 
prices. Questions of property valuation and depreciation, inves- 
tor and consumer interests, court decisions, and public policies 
now are to be faced in addition to the ever-present factors of 
cost and elasticity of purchase. 

Not only will the future probably see more control of prices on 
the part of businessmen, but also it will undoubtedly witness an 
extension of control on the part of the government. More con- 
trol will be exercised in the public utility field. But what are 
the limits of the public utility field? Milk, coal, and other com- 
modities already have been classed as public utilities in some 
cases, and other articles may be added to the list before many 
years have passed. If so, engineers may find themselves called 
upon to value coal mines, farms, and scores of other types of 
property in addition to the railroads, power plants, gas mains, 
and telephone lines that furnish most of the valuation problems 
of today. 


Problems 

108. Suppose the university decides to enlarge the campus and so uses the 
right of eminent domain to condemn and purchase three blocks next to the 
campus. What is the land worth? Upon what basis should the court 
arrive at the just purchase price? 

109. Can the price of steel be raised by law? Potatoes? The amount of 
profits? Explain. 

110. To what extent should decreasing or increasing cost conditions be 
taken into consideration in the determination of telephone rates? Electric 
power rates? 

111. The right of way of the New York Central Railroad from New York 
to Chicago is worth today many times what it cost originally to acquire. 
Should this fact be recognized in the making of freight rates? ^y? 
Is it? Why? 
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Its. Under what conditions would you, as an investor in power and light 
company stock, prefer reproduction cost as a basis for valuation for rate- 
making purposes? Under these same conditions, what valuation basis 
would you prefer if you were a consumer of power and light? Why? 

118 . “Since the soft-coal-producing capacity of the United States mines 
' is several times actual needs, the government could make the industry more 
efficient, and save money for consumers, by setting a maximum price on coal 
that would drive the high-cost producers out of business.” Discuss. 

114 . Here are four proposals to solve the farm problem. Point out the 
one you think best and give reasons for your selection. 

а. Government purchase, from a billion-dollar revolving fund, of crop 
surpluses to be sold abroad to keep prices high at home. 

б. Making electric power available for farm use at very low rates, losses 
to be covered by general taxation, thus reducing the farmers’ costs of 
operation. 

c. Establishment of a government fund of 50 million dollars for scientific 
investigation looking toward new commercial uses for farm products, such 
as the production of paper or artificial silk from cornstalks, thus widening 
the market for agricultural products. 

d. Government purchase of farm land from a billion-dollar fund; the land 
to be used for park, golf-course and reforestation projects. 

116 . Suppose a telephone company earns a fair return on its investment, 
and assume a considerable increase in the demand for long-distance tele- 
phone service at night, what is the effect upon the company’s cost of opera- 
tion? Upon its net profits? Upon its rates for telephone service? Relate 
this example (o) to the principle of “common costs,” and (b) to the practice 
of “dumping.” 
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CHAPTER XVII 


THE PRICE OF LABOR 

The prices of raw materials, semi-manufactured goods, and 
consumption goods were analyzed in Chaps. XIV, XV, and XVI. 
The price of labor and the rental or hire of property — in which 
are included the rates paid for the use of capital and the use of 
land — remain to be discu.ssed. Economists treat these items as 
factors of 'production, on the ground that the elements in any busi- 
ness can be resolved into one or more of these factors. The 
principles which explain the prices received by the factors of 
production differ to some extent from those applicable to the 
prices of commodities. Thus this chapter will discuss lh(' factors 
of production and the price of labor, while the hire of capital and 
the rent of land will be examined in the following chapter. 

1. THE FACTORS OF PRODUCTION 

Factors of Production. — Production involves the application 
of human efforts and services to the raw materials furnished by 
nature. The human or service element in ])roduction may be 
subdivided into labor and management, though sonudimes it is 
difficult to draw a clear distinction between the\se categories. 
The material ehmrent in production also may be subdivided into 
capital and the site factor. The former refers to tlu' ])urchasing 
power for production equipment and the latter to the plant’s 
location upon the earth’s surface. The classification of tlu' fac- 
tors of production is thus fourfold: 

Factors of production 

A. Services. 

1. Labor 

2. Management. 

B. Materials. 

3. Capital. 

4. Site factor. 

The prices paid for the use of the various factors of production 
bear special names. Thus 'wages and salaries are the prices paid 
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for various kinds of labor; profit is the residual “reward” for 
management; interest is the payment for the use of capital; and 
rent is the compensation paid for the use of a given site. 

Derived Values. — The outstanding characteristic of the prices 
of the factors of production is the fact that their values are derived 
from the values of finished goods. Businessmen do not hire 
labor, land, or capital for the satisfaction of personal wants. 
These factors have value merely because the products which can 
be obtained from a judicious use of the factors can be sold to 
consumers at a profit. The factors of production add utility to 
commodities. Since consumers will pay to obtain goods pos- 
sessing utility, as the last three chapters have shown, business- 
men will pay to obtain the factors which add that utility and so 



Fig. 38 . Illustralion of (learned value. 


create valuable commodities. Therefore* the value of the factors 
is derived from the value of the pj'odueis Avhich can be produced 
therewith. In other word.s, the demand for tlie factors of pro- 
duction dep(‘nds (uitiniy upon tiie income which they will yield. 

Division of the National Income.— The market for commodi- 
ties determines tlio quaniity of goods wiiich can be sold at a profit 
and so limits the (inantity luodnced. The total income obtained 
from the sale of all tlie goods and .services produced in the country 
in a year is the national income. This income is the sum out of 
which the factors of production are to be paid. Therefore the 
division of the national income betwa'cn (he factors is significant. 
Economists usually speak of this process as the problem of dis- 
tribution, by which is meant the ilistribution of the various shares 
in the national product to the respective claimants for those 
shares. The term “distribution,” how’ever, frequently is con- 
fased with physical distribution of goods from manufacturer 
through w'hole.saler to retailer. For that rea.son we shall sjjeak 
of the division of the national income into its respective shares. 
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Size of the National Income. — It is difficult to secure data 
which measure accurately the national income and its shares. 
The figures available are estimates and must be interpreted in the 
light of the general tendencies they indicate rather than as exact 
portrayals of the conditions which prevail. In spite of the statis- 
tical difficulties which surround the subject, however, we may 
note certain characteristics from the following information. The 
five leading sources of the national income, and the percentages 
contributed by them in 1936 were: Manufacturing, 23.0; govern- 
ment, 14.5; trade, 12.8; service, 12.2; and finance, 9.8. The most 
striking change in 1936 was the relative contribution of govern- 
ment, which was 61 percent higher than in 1929. 

The total national income produced by all sources is shown in 
Table 43. It is necessary to distinguish between '‘income pro- 


Table 43. — National Income Produced: 1850-1936 


Year 

National income* 

Population 

Per capita 
income 

Real income 
per capita 

1850 

$ 2,213,800,000 

23,261,000 

$ 95 

$152 

1860 

3,635,600,000 

31,503,000 

115 

189 

1870 

6,720,100,000 

38,655,000 

174 

201 

1880 

7,390,700,000 

50,262,000 

147 

226 

1890 

12,081,600,000 

63,056,000 

192 

342 

1900 

17,964,500,000 

76,129,000 

236 

421 

1910 

30,529,500,000 

92,267,000 

331 

470 

1920 

67,325,000,000 

106,543,000 

632 

409 

1929 

81,034,000,000 

121,526,000 

667 

700 

1930 

67,917,000,000 

123,191,000 

551 

638 

1931 

53,584,000,000 

124,070,000 

432 

592 

1932 

39,545,000,000 

124,822,000 

317 

489 

1933 

41,742,000,000 

125,693,000 

332 

504 

1934 

48,397,000,000 

126,425,000 

383 

511 

1935 

52,959,000,000 

127,172,000 

416 

520 

1936 

63,799,000,000 

127,923,000 

499 

618 


*1840-1910 from W. I. King, “The Wealth and Income of the People of the 
United States/' The Macmillan Company, 1915, p. 168; 1920-1929 from “America's 
Capacity to Consume," Brookings Institution, 1934, pp. 148-150; 1930-1935 from Survey 
of Current Business, U. S. Department of Commerce, July, 1936, p. 3; 1936 from " Statistical 
Abstract of the United States/’ 1937. 

duced” and “income paid out.” The latter figure is larger in 
depression years and smaller in prosperous periods than the 








THE PRICE OF LABOR 


343 


former. This situation is true in part because corporations divert 
a portion of net profits to surplus in good years and continue to 
pay dividends to some extent in poor years by drawing upon sur- 
plus accounts, and in part because government relief expendi- 
tures are partly based upon credit expansion. Thus the income 
actually paid out in 1932 exceeded the income produced by about 
$8,800,000,000 while the income produced in 1929 was $2,400,- 
000,000 in excess of that paid out. The data in Table 43 refer 
to estimates of income actually produced. 

Shares in the National Income. — Estimates have been under- 
taken in the attempt to determine the size of the shares into which 
this national income is divided. The data which appear in Table 
44 are estimates, but they give some indication of the probable 


Table 44. — Estimated Shares Paid to the Major Claimants to the 

National Income* 


Year 

Percent of the national income paid as: 

Wages and 
salaries 

Interest 

Rent 

Profits 

Total 

1850 

35.8 

12.5 

7.7 

44.0 

100 


37.2 

14.7 

8.8 

39.3 

■Em 


48.6 

12.9 

6.9 

31.6 



51.5 

18.6 

8.7 

21.2 



53.5 

14.4 

7.6 

24.5 

■«■ 


47.3 

15.0 

7.8 

29.9 

100 


46.9 

16.8 

8.8 

27.5 

100 

1929 

65.5 

14.3 

4.4 

15.8 

100 


64.8 

15.5 

3.8 

16.0 

100 

1931 

64.4 

15.9 

3.4 

16.3 

100 

1932 


16.3 

3.0 

16.7 

100 

1933 

65.2 

15.6 

3.0 

16.2 

100 

mmm 

66.3 

14.4 

3.2 

16.1 

100 


66.4 

13.9 

3.4 

16.3 

100 


66.5 

14.3 

3.4 

15.8 

100 


* 1850-1910 from King, ibid., p. 160; 1929-1936 from Survey of Current Business, op. cit., 
p. 4; 1936 from Survey of Current Business, June, 1937, p. 16. 


division into shares of the national income. The method by 
which the shares were determined for the earlier period covered 
by the table undoubtedly was different from that employed for 
more recent years, but it would seem logical to assume that the 
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larger share paid as wages and the reduction in the amount of 
profits at least in part were a result of the increasing extent to 
which individuals are now employed by corporations with a 
consequent reduction in the number of independent small-scale 
enterprises. At any rate, we may say that at present about 
two-thirds of the national income goes to labor as wages and 
salaries, one-eighth is paid to the owners of capital as interest 
and dividends, and one-sixth is received by individuals in the 
form of profits. 

The picture may be further clarified by an examination of the 
data in Table 45, which show the percentage of those engaged in 
industry who were classed as employees or as entrepreneurs. 
Contrary to popular opinion, the small businessman representa- 


Table 45. — Numbek of Persons Knoaoed; Percent Distribution of 
Employees and Entrepreneurs, 1929-1936“^ 



Number of per- 

Pereenl 

Pendent of em- 

Year 

sons engaged 
(in thousands) 

] 

Kntre- 

prencurs 

ICinployees 

ployees on 
salary t 

1929 

44,648 

22 3 

77 

7 

15.4 

1930 

42,601 

23.4 

76 

6 

17.2 

1931 

39,180 

25.5 

71 

5 

18 0 

1932 

35,960 

27 9 

72 

1 

18.2 

1933 

35,902 

28 6 

71 

4 

16 2 

1934 

38,355 

27 5 

72 

5 

15 7 

1935 

39,426 

27 2 

72 

8 

15 2 

1936 

41,487 

2() 1 

73 

9 

15 1 


* Bureau of Foreign and Domestic Commerce, “National Income,” 1920 1936, p 20 
t Baaed upon a group of selected industiies 


tive of individual entrepreneurs is not decreasing in imi)ortance; 
he is being for(*ed out of some lines of activity, but is finding new 
openings in others. 

The average income for salaried workers in 1910 was 50 per- 
cent more than for wage earners; in 1925 it was only 25 percent 
more ; but in 1936 it was over 100 percent more. 

In 1910 non-farm entrepreneurs earned nearly twice as much as 
did farmers;^ in 1925 over two and a half times as much. By 1930 

‘ Relative real income would have to make allowance for additional 
income, such as food, which the farmer receives. 
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Table 46. — Employee Income for Selected Years According to Type 

OF Payment* 


Year 

Average per 
wage earner 

Average per sal- 
aried worker 

1910 

$ 712 

S1056 

1915 

765 

1155 

1920 

1187 

1891 

1925 

1667 

2091 

1930 

1318 

2552 

1935 

1061 

2174 

1936 

1142 

2333 


’*'1910-1925 computed from ‘ America’s Capacity to Consume,” and “The National 
Income and Its Purchasing Power,” loc. cit.; 1930-1936 from Survey of Current Business, 
July, 1936, p. 6; 1936 from Survey of Current Business, June, 1937, p. 17. 

the disparity was still greater; but by 1934 the farmer’s income 
was increasing relatively to that of the non-farm entrepreneur. 

Why are such disparities in the shares in the national income 
typical of our society? Why is the income divided among the 
claimants to it in this fashion rather than in some other manner? 
Answers to these questions will be suggested in the treatment 
which follows in this chapter and the succeeding one. 

II. THE PRICE OF LABOR 

Labor. — The word lalwr applies not only to physical activity 
but also to mental activity. Thus in the economic sense of the 
term a banker or an engineer is as much a laborer as is a ditch 
digger or a coal miner. Management, however, is to be dis- 
tinguished in general from labor because of important functional 
differences. Therefore that larger part of human activity, labor, 
which takes its orders from the management is the factor of pro- 
duction to be considered in this chapter. 

The principal difference between human efforts in production 
and the services rendered by materials lies in the institution of 
personal freedom. Today human effort, exc('i)t in isolated cases, 
is not. to be owned by someone else. Another difference appears 
in the greater mobility of labor, as contrasted with that of some 
capital goods and of the site fa(‘tor, even t hough it is limited by 
various family and social considerations. 

From the world point of view the supply of labor depends upon 
the relationship between the birth rate and the death rate, upon 
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the state of health and physical fitness of the people, and upon the 
willingness of the population to work. From the national point 
of view it depends also on emigration and immigration and the 
laws which limit these movements. 

Of the total number of persons in the United States engaged 
in economic pursuits, 19.5 percent are in agriculture; 21.6 per- 
cent in manufacturing; 16.4 percent in service industries; 14.2 
percent in trade; 8.8 percent in government service (excluding 
work relief employees); 6.1 percent in transportation; 3 percent 
in finance; and the remainder in miscellaneous trades and 
industries. 

The Significance of Wages. — Most persons must work for a 
living. The size of their pay checks determines, to a consider- 
able extent, the standard of living that they can enjoy. Not 
only must people work, but also most of them must work for 
someone else. The industrial revolution literally snatched the 
tools from the workers, who formerly produced directly most of 
the goods they consumed, and made it necessary for millions of 
persons to work with the tools and machines of others. Conse- 
quently, the matter of wagea and salaries has come to be a para- 
mount issue in the lives of most people, and they are thus 
interested in attempts to determine why wages are as they are 
and how they may be made higher. 

From the employer’s viewpoint, on the other hand, the sig- 
nificant fact is the productivity of the worker. If the employee 
produces a large output of work per hour, the employer can afford 
to pay him more than if his output per hour is small. A large 
output represents a low labor cost per piece. It may be cheaper 
to hire an expensive workman than an inexpensive workman, 
if the former is a more rapid or a more accurate operator. The 
product per man therefore is of prime significance, since the 
employer hires men only to secure a profit. The product per 
man, however, is merely another term for marginal productivity 
of labor. Thus we must consider marginal output if we are to 
establish principles governing the price for labor. 

Marginal Output of Labor. — The behavior of marginal output 
was discussed in the treatment of factoral proportion in Chap. 
XIII. It is applicable to the wage problem in two respects. 
On the one hand, the marginal productivity of all labor is said to 
determine the share in the national income which goes to wages. 
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On the other hand, the marginaji productivity of^ particular work- 
men determines the number of employees that will be hired by a 
given producer. These two applications will be discussed in 
turn. Since the employer is interested in the receipt of profits 
from the sale of the goods produced, the value productivity and 
not the physical productivity of the workman is the significant 
fact in this analysis. 

Marginal Productivity Illustrated. — ^To simplify the treatment, 
assume that all labor is equally skilled, that perfectly free com- 
petition and mobility of labor exist, that only one kind of work is 
to be done, and that production obeys the law of less-than-pro- 
portional output (see Chap. XIII). The data in Table 47 are 

Table 47. — Assumed Marginal Value Productivitt op Labor; Period, 

1 Year 


Combination 

Workmen 

available 

Total value 
produced 

Marginal value 
productivity 

Q 

40,000,000 

$80,000,000,300 

$1,700 

1,300 

1,100 

R 

40,000,001 

80,000,002,000 

S 

40,000,002 

80,000,003,300 

T 

40,000,003 j 

80,000,004,400 


purely illustrative. They are not based upon experiment but 
they will show the relationship involved. Suppose the popula- 
tion numbers 40,000,002 persons of working age. The addition 
of one man in combination S over the number in combination 
R increased the total value produced by $1,300, which is the 
marginal value productivity of this man. Let us call him Mr. S. 
No employer can afford to pay more than $1,300 per year for his 
services; this is the value of the work which has been produced 
with his assistance. On the other hand, Mr. S need not accept 
much less than $1,300 per year from any employer, since others 
stand willing to pay him almost that amount. Therefore the 
compensation of Mr. S, the marginal employee, must be $1,300 
per annum. 

We have assiuned free competition in the labor market, how- 
ever. Because of this fact, no one of the 40,000,002 workmen 
need accept less than $1,300 per year, and none will succeed in 
obtaining much more than that sum since all are equally skilled. 
Suppose another workman, Mr. X, seeks a higher wage. Mr. X 
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is no better than Mr. S, and the marginal value productivity of 
one is equal to that of the other. Before Mr. iS appeared on the 
scene, the marginal value productivity of a man was $1,700 and 
Mr. X received this sum. With the addition of one more man — 
any man — however, the productivity was reduced by $400. If 
Mr. X should decline to work for less, his employer would lose 
only $1,300 and so can afford to pay no more than this amount. 
Under our assumed conditions, therefore, all employees receive 
the same wage, and that wage is determined by the marginal 
value productivity of labor. This productivity depends upon 
the state of the arts in the country, the natural resources avail- 
able, the number of men who seek work, and the general price 
level. 

Mathematical Statement of the Theory. — Let us assume that 
production can be expressed as a homogeneous equation of the 
first degree.^ The production equation can be written in the 
following manner : 


P ^f(L, C,A, - N) 


where P = the total national product, and 

L, C, A, ' • ' , N = the factors of production. 

If L equals the number of laborers, then the marginal produc- 
tivity of labor is, by definition, dP/dL (rate of change in the total 
national product with respect to changes in the amount of labor, 
all other factors of production remaining constant). The total 
share of the national product going to labor is thus dP/dL • L. 
The share going to any other factor of ])roduction may be simi- 
larly written. The distribution of the national product can now 
be expressed in the following manner; 


P = 


dL 


LA- 


dC 


CA- 


dP 

dA 


A A- ‘ ' A- ^ • N (16) 


In the above equation the sum of the products of marginal pro- 
ductivity times the number of units of each factor of production 
used equals the total national product. It is in this way that, 


* A homogeneous equation of the first degree is one in which the sum of 
the exponents of the variables in each term is equal to one. This assumption 
is necessary to the above analysis in order to have the sum of the individual 
shares of the total product equal the total product. 
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theoretically, under certain assumptions, the distributive shares 
of the national product are determined. 

The Effect of the Theory’s Assumptions. — The first assumption, 
i.e.y all labor is equally skilled, is not essential to the validity of 
the theory. Wo may suppose that there are a number of different 
kinds of work to be done and a number of different degrees of 
skill which may be employed. The marginal value productivity 
of each degree of skill may be inserted in equation (16) and the 
compensation for each class of labor, and the share of that labor 
group in the national product, may be determined. To this 
extent the theory’s assumptions may be made to approach more 
closely to the real facts of life. 

The second assumption of perfectly free competition and 
mobility of labor, however, is more vital to the theory’s validity. 
If we consider the actual situation instead, where competition is 
far from free in many trades, and where labor does not move 
readily from place to place unless the intervening distance is 
very short, we find that employees may receive less than the full 
marginal value productivity. Competition does not force 
employers to pay the full sum, for workmen do not know the wages 
and w'orking conditions in various plants. Thus the price of 
labor may be lower than the amount industry could afford to 
pay. On the other hand, the ignorance of employers in regard 
to production costs may result in wages above the marginal pro- 
ductivity level. It is much less likely that wages will remain for 
long above this level than that they will be below it, however, for 
the former condition reduces business profits and may result in 
early bankruptcy. Hence businessmen will become aware of 
the condition and will take st(‘ps to change it. The ignorance or 
lack of bargaining strength of (*mploy('(;s, on the other hand, may 
permit wages to remain below that level most of the time. 

Bargaining Range for the Price of Labor. — Since the labor mar- 
ket is not subject to perfectly free competition, a bargaining range 
for w^ages is typical of most labor rates. In Fig. 39 the band MM 
represents the declining marginal productivity which follows an 
increase in the number of workmen when the various productivi- 
ties cannot be plotted on a smoothed curve owing to the absence 
of free competition. If OA represents the number of workmen, 
the probability is 1 out of 2 that the marginal productivity will 
fall between AE and AF, and so the wage per man will appear 
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between OB and OC. If the workmen are in a strong bargaining 
portion, it is likely that wages will be nearer OB, while if they 
are in a weak position the wage may be closer to OC. 

The practical limits to this bargaining range are somewhat 
indefinite, perhaps, but they are significant, at least in the long- 
run determination of wages. The upper limit to the fluctuation 
of wage rates may be established by marginal value productivity. 
No employer can continue for long to pay his men more than they 
produce for him; otherwise his net profit would be curtailed and, 
if he is a marginal producer, he will suffer a loss. If labor unions 
are strongly organized they may succeed in obtaining the full 

y 



Fig. 39. — Bargaining range for wages based on marginal productivity. 

marginal productivity wage most of the time, but unorganized 
labor groups often may receive something less than this amount. 

The lower limit to the fluctuation of wage rates depends, to a 
considerable extent, upon the workers themselves. It is possible 
that wages may decline almost to zero but it is much more likely 
that the lower limit will be above this level. It may be a wage 
which barely keeps the workers alive, or it may be a wage which 
is high enough to provide a more satisfactory standard of living. 
We may note two possibilities in this connection. 

Malthusianism and the Supply of Labor. — Thomas Robert 
Malthus, an English curate and economist, published an essay 
on population in 1798. Malthus argued that food and other 
means of subsistence for man could be increased but slowly under 
the most favorable conditions. Thus an arithmetical progression 
may be taken to represent the most rapid expansion of the food 
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supply which is possible, i.e., 1, 2, 3, 4, 5, and A geometrical 
progression, i.e., 1, 2, 4, 8, 16, and 32, more closely represents the 
tendency of population itself to increase, for mankind has the 
reproductive power to double its numbers at least every 25 years. 
Therefore there is a marked tendency for mere numbers of men 
rapidly to outrun the food supply available for their maintenance. 
How is population restrained so that men are able to subsist? 

Malthus noted two classes of restraints upon the tendency to 
expand too rapidly. One check upon population growth is 
“positive.” Forces which increase the death rate keep the 
number of men within bounds; such forces are famine, pestilence, 
and war. In modern times we see these positive checks in opera- 
tion in some provinces of China, for example. The other check 
upon population is “preventive,” and includes the factors which 
reduce the birth rate. Chief among these today is birth control 
but, at the time when Malthus wrote, late marriage and “moral 
restraint” were more important. 

Lower Wage Limits. — If the positive checks are more impor- 
tant, so many men may be seeking work that the marginal 
productivity of a man in terms of Table 47 is low. Indeed it 
may fall so low that the income from a year’s work is barely 
enough to feed, clothe, and house the worker and his family. 
Lack of knowledge and imperfect competition may have the 
same effect. Thus the lower limit of the bargaining range may 
be bare subsistence. If the limit is lower the death rate rises, 
the working population is decreased, and scarcity raises wages to 
some degree. If the limit is higher the birth rate may rise, the 
population is increased, and wages may fall. This theory shut 
the door to hope and opportunity for the working classes and 
was responsible in no small measure for the name carried by eco- 
nomics for many years, i.e., “the dismal science.” 

If the preventive checks are more important, however, as is the 
case today, numbers are held well within the limit of subsistence, 
and the door is opened to the attainment of relatively high stand- 
ards of living on the part of labor. The smaller labor force has 
a higher marginal productivity and can command a higher wage 
or, in the event of imperfect competition, the force of man’s 
desire to maintain a given standard of living leads him to refuse 
to work for less if any alternative is available. Thus the lower 
limit of the bargaining range today tends to be a standard-of- 
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living wage. Workmen resist vigorously any attempt to cut 
wages below the level which they feel essential to their standard. 
While this attitude cannot force wages above marginal produc- 
tivity, it can and does prevent them from falling far below that 
level. 

Productivity Applied to the Individual Plant. — In discussing 
the marginal output of labor, the point was made that marginal 
productivity is significant in two ways. One has been treated, 
namely, the determination of wage rates for the country as a 
whole when all workmen are considered in relation to the whole 
stock of natural resources upon which their efforts are applied. 
The second aspect of marginal productivity remains to be 
examined. 

Assume now that wage rates have been determined for the 
country as a whole. Let us examine the case of a particular 
employer who wishes to determine the number of employees to 
be hired. If wages are low he should use more men than if 
wages are high, according to the analysis of costs given in Chap. 
XIII. The marginal productivity theory assumes that men will 
be added to the working force until the last man added just pays 
for himself. The point may be illustrated by the assumed 
data in Table 48. Wages are $5 per day for this class of labor, 
and the employer finds that the total value output increases more 
and more slowly as he hires additional men. The fifty-first man 
adds $7 to the produc^er’s income and costs $5 to hire; thus the 


Table 48. — Assumed Marginal Value Odtputs; Period, 1 Day 


Men hired 

Cost per man 
per day 

Total value 
output 

Marginal value 

50 

$5 

$10,520 


51 

5 

10,527 

c 

52 

5 

10,532 

O 

Q 

53 

5 

10,535 

o 


employer nets $2 if he hires this man. The fifty-second man adds 
$5 to the income and a like amount to cost; it will not pay to hire 
more than fifty-two men, and it may be better to use only fifty-one 
men. Most manufacturers are unable to figure costs so closely 
as this example requires, but the principle involved is applicable 
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to all cases: An employer will not hire men if they do not pro- 
duce more value than they cost. 

The Assumption of Less-than-proportional Output — The 

third assumption of the theory of marginal value productivity 
is that production obeys the law of less-than-proportional out- 
put. The analysis of this problem in Chap. XIII suggested 
that some examples of production were characteristic of the stage 
of proportional output instead of the stage of less-than-propor- 
tional output, or were instances of constant output. The theory 
of marginal productivity can be applied only to the stage of less- 
than-proportional output. In other cases the marginal output 
is a constant or is zero. This difference in output behavior may 
prevent the application of the theory to the determination of the 
number of employees that will be hired in a given plant, but it 
does not affect the crux of the theory, namely, the determination 
of wage rates for the country as a whole. When the entire labor 
force is applied to the natural resources of the nation, the product 
obtained is a less-than-proportional one if the working force is 
sufficiently large. On this point there can be no dispute. 

Relation of Wages to Value Product. — One significant rela- 
tionship remains to be noted regarding the theory of marginal 
value productivity. The share of wages and salaries in the 
national income was shown to be about 66 percent. Therefore 
two-thirds of the market for the goods produced in the nation 
is to be found in the workers who produced them. The amount 
that these persons are able and willing to pay for commodities 
and services determines to a large extent the price at which goods 
will sell. But the prices at which they sell are an important fac- 
tor in the value productivity of labor. This productivity in 
turn determines the percentage of the output which labor can 
buy. Thus we have mutual relationships all around this circle. 
Prices depend upon purchasing power, which is due in part to 
prices. 

All prices are interdependent, as we have pointed out in pre- 
vious chapters. If it were not for the tremendous complexity 
involved, all prices might well be analyzed by means of simul- 
taneous equations, where a separate equation is set up for the 
price of each commodity, each service, and each factor of produc- 
tion in industry and trade. This method of analysis has been 
suggested by a number of economists and theoretically has much 
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to recommend it. However, the complexity of a complete 
analysis of this type is too great for the purpose to be served by 
this text. 

Variations in Money Wages. — Wages are subject to many 
variations. They are higher at some times than at others; 
higher in some countries than in others; higher for certain types of 
work than for other types; sometimes higher for men than for 
women; sometimes higher for married men than for single men. 
Money wages may go up while real wages are going down owing 
to a shrinkage of purchasing power. Hourly wages may be high 
but the number of hours worked per week may be low; relatively 
low monthly wages, if continuous, may result in larger annual 
earnings than would be obtained with high seasonal wages. 

A few wage variations will illustrate some of these differences. 
In October, 1937, the union hourly rate for bricklayers 
in Chicago was $1.50; in Los Angeles, $1.25; in New Orleans, 
$1 ; in Paris, France, 42 cents. At the same time bus drivers in 
Chicago received 77 cents; in Denver, 61 cents; in New York, 
70 cents. Common labor in 1932 received hourly rates of 19 
cents in the South; 36 cents in New England; 44 cents in the 
mountain states; and 48 cents in the Pacific Coast states. 
Roughers in sheet mills were paid 56 cents in 1910; $1.58 in 1920; 
$1.15 in 1924; $1.07 in 1929; and 74 cents in 1933. These wage 
variations show clearly that there is no one wage for all workers 
nor one level of wages for all times. 

Causes of Wage Variations . — These variations in wages may be 
due to a number of causes. There is a tendency for wages to 
follow changes in commodity prices. If the prices of commodi- 
ties rise, wages also tend to rise but they move upward more 
slowly. Wages also tend to lag behind other prices when the 
latter fall. Thus changes in value productivity may result in 
changes in wages. 

There is a tendency for wages to vary between industries, in 
part, at least, because of differences in a man’s value output in 
different lines of work. Competition tends to equalize oppor- 
tunities in various lines of work, but the relative immobility of 
labor and other factors permit differences in value productivity 
to continue for some time. The greatest differences in produc- 
tivity usually are to be found between countries as, for example, 
between India and the United States. 
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Wage variations between cities, and between countries, may 
be due to differences in money wages or to differences in real 
wages. Thus painters may receive higher money wages in New 
York City than in Atlanta because of higher living costs or the 
more seasonal nature of painting in one city than in the other. 
Perhaps real annual wages are much the same; thus the cost of 
living and the number of days worked per year must be 
considered in any wage comparison. 

Incentive Wage Plans. — Wage and salary earners find them- 
selves in the midst of a constantly growing drive for more and still 
more efficiency. Some employers have attempted to allay fric- 
tion and to promote industrial good will by sharing profits and 
encouraging copartnership in industry. Many industrial engi- 
neers, on the other hand, have bent their efforts toward increas- 
ing production, on the assumption that industrial troubles are 
not due so much to a faulty division of the product as they 
are due to the smallness of the product itself. 

These efficiency drives have all been introduced with the cost- 
reduction idea in mind. Indeed, scientific management in all 
its phases has been sold to employers largely on the ground that 
it would increase profits by reducing costs. A very important 
part in this program of cost reduction was the development of a 
great variety of incentive wage-payment plans. The incentive 
wage idea has been used most extensively in the automobile, 
rubber, and electrical products industries. 

Hourly wages are defective because they pay a worker for his 
time rather than bis work. Straight piece rates became the 
first substitute for hourly wages, and a worker was paid according 
to what he produced. Many piece-rate systems defeated their 
purpose because they were introduced without a thorough job 
analysis. If workers earned a wage which seemed too high for 
the general labor market, rates arbitrarily were reduced, with 
resulting dissatisfaction and curtailment of output. 

Beginning with Frederick W. Taylor in 1885, a notable list of 
engineers appeared who devoted much time to devising new 
methods of wage payments. A few of these wage incentive sys- 
tems are indicated in Fig. 40. 

Incentive Wage Plans Only Partly Scientific . — Because all incen- 
tive plans relate wages to productivity, many persons believe 
that they will solve the wage problem. They think that wages 
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determined under systems of this sort are fair, not only as between 
workers, but also as between workers and employers. Nothing 
could be farther from the truth. They may be fair or they may 
be unfair. That depends not only upon the method employed 
for rewarding efficiency but also, and this point is of even greater 



0 100 200 300 

Percent of Production 
Fia. 40. — Chart of incentive wage plans. ^ 


significance, upon the method used to determine the base rate. 
No matter how carefully this rate is established, the real problem 
of fairness between employers and employees cannot be solved 
in this arbitrary fashion. 

Despite their defects, incentive wage plans have many advan- 
tages. They add to production, in some cases doubling and 

‘ WissLER, Willis, “Business Administration,” McGraw-Hill Book 
Company, Inc., 1930, p. 391. 
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trebling it. Once the base wage is accepted, they guarantee 
relative fairness between workers in any given company. The 
larger the output, the larger will be the total product to be 
divided, and there is evidence that many incentive plans add 
considerably to the worker’s earnings. Sometimes the incentive 
plans result in “driving” which is detrimental to the health of 
the workers, but this also may occur under hourly wages. How- 
ever much the proponents of scientific management may have 
added to the total volume of production, however, they have 
furnished little, if anything, to the economic analysis of wage 
determination. 

A “Production-maintenance Wage.”’ — The question of wage 
determination is not merely a matter of business mechanics or 
justice for the parties concerned. It is a problem of national 
efficiency. The opinion is growing among enlightened manu- 
facturers and employers that continued maximum production 
is possible only when the requisite amount of the national income 
is paid as wages and salaries. Wages and salaries ring cash 
registers. A few business leaders, therefore, are turning to the 
'production-maintenance wage as a new wage ideal which, through 
enhanced consumer purchasing power, will permit them to retain 
and broaden their markets. Unfortunately, however, there is 
still a strong belief in some quarters that wages must be deflated 
periodically. While this attitude prevails, a wage level designed 
to maintain producers’ markets cannot secure widespread 
acceptance. 

Growth in Production per Worker. — From 1899 to 1925 the 
physical volume of production of farms, factories, mines, and 
railroads in the United States increased by 1.36 percent, while 
population grew slightly over 50 percent. ^ Thus production 
per capita increased about 60 percent in the final quarter of the 
nineteenth century. However, the volume of output for each 
worker engaged directly in production increased 76 percent. 

Significant changes in the productivity of labor in manufac- 
turing industries took place during the recovery period, 1933- 
1935. The average output per man-hour increased 20 percent 

1 This term has been suggested by Dr. C. A. Dice, professor of banking, 
Ohio State University. 

* “Recent Economic Changes,” McGraw-Hill Book Company, Inc., 
1929, Vol. II, p. 451. 
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from the Tebraary-March period of 1933 to the June-July period 
of 1933. The partial paral3r8is of business in the early part of 
1933 and the stimulus which came a little later through the NRA 
largely account for this change in output. By December, 1934, 
the ranks of employment had been diluted by less efficient workers 
with a resulting decline in productivity per wage earner and per 
man-hour. As business improved in 1935, 1936, and the first 
part of 1937, man-hour productivity in certain plants continued 
to increase, but in other plants the dilution of the labor force 
by less efficient workers resulted in a reduction in man-hour 
productivity.^ 

Several factors are responsible for the increased productivity 
of recent times. Thus the proper adjustment of population to 
natural resources, in view of the technical knowledge available, 
is significant. The ability of technicians to devise new methods, 
processes, and equipment, and of business managers to organize 
industry so that these discoveries may best be put into practice, 
determines the productivity of the population. Finally, the 
ability of the public to buy the goods that have been produced is 
essential. If all markets together will not absorb all the produc- 
tive efforts of the nation, and if people still have unsatisfied wants, 
the economic system fails to fulfill its duty and productivity is 
not up to the mark it should reach. 

That part of the increase in productivity which is due to any 
one factor cannot be determined accurately, but engineers unques- 
tionably are making a heavy contribution. The late Thorstein 
Veblen summed up the situation by saying: 

These expert men, technologists, engineers, or whatever name may 
best suit them, make up the indispensable general staff of the Industrial 
System; and without their immediate and unremitting guidance and 
correction the industrial equipment will foot up to just so much junk.^ 

The Engineer’s Share. — The importance of engineering raises 
the question as to why all engineers and scientists do not receive 
higher salaries. Of course, some engineers do receive large 
incomes. Other engineers, like Chrysler and Edison, combined 
business management with their engineering activities. Although 
engineering contributions are important, the services of any one 

^ National Bureau of Economic Research, BnUetin 56, May 10, 1935. 

* “The Elngineers and the Price System,” B. W. Huebsch, 1921, p. 69. 
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en^eer may not be very significant to society because some 
other engineer stands ready to take over the job. Engineering 
in its elementary stages tends to become a standardized process; 
the basic knowledge of one engineer is the knowledge of all. 
Standardized services, like standardized commodities, face per- 
sistent competition. Individual engineers can hope to escape 
the leveling effects of this competition only by changing some- 
what the basis of their training. If they prepare themselves for 
administrative positions as well as for technical jobs, they 
may escape some of the competition which the technically 
trained men have to face. 

Engineers, like teachers, bargain as individuals rather than 
as groups. In terms of supply and demand, individual bargain- 
ing means that engineers lack the ability to control the price of 
the thing they have to sell, i.e., engineering services. Whether 
American engineers ever will combine to sell their labor at defi- 
nite rates remains to be seen. Veblen thought they might: 

It should by no means come as a surprise if the engineers are provoked 
to put their heads together and disallow that large absentee ownership 
that goes to make the vested interests. . . . There stand behind them 
the massed and roughhanded legions of the industrial rank and file, ill at 
ease and looking for new things. The older commercialized generation 
among them would, of course, ask themselves: Why should we worry? 
What do we stand to gain? But the younger generation, not so hard 
bitten by commercial experience, will be quite as likely to ask themselves: 
What do we stand to lose?^ 

The Trend of Real Wages . — Real wages, the purchasing power 
of money wages, may increase either because of an increase in 
productivity or because workers may obtain a larger proportion 
of the total product. An increase in productivity, however, 
does not always lead to greater real wages. Real wages in ten 
important industries of the United States, for example, were 
29.6 percent less in 1918 than in the period from 1890 to 1899. 
During most of this period physical production was increadng 
about 2 percent per year. Since the close of the war the situa- 
tion has changed. The average real wages of some 14 million 
workers in 1926 were 30 percent higher than those of 1914 and 


‘ Ibid., p. 81. 
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38 percent higher than those in the 90’s. * Real wages continued 
to rise until the 1930 depression, and since that time have followed 
in the main the trend of business activity. 

Problems 

116 . Would it be possible, through trade union action and government 
regulation, to force wages to such a high level that the nation would be 
unable to compete with other countries in world markets because of high 
production costs? Explain carefully. 

117 . In a large American copper company wages by contract fluctuate 
with the price of (topper. What are the advantages and disadvantages of 
this plan to the employees of the (‘opper company? Would you recommend 
this plan for the automobile industry? Explain. 

118 . Workers of a given type in city A" receive $4 a day and are employed 
300 days in the year. Food for a family of four costs $40 per month; housing, 
$30; clothing $15; and misc(41aneou& itiuns, $10. Workers of a similar type 
in city Y receive $6 a day and are employed 250 days in each year. Food 
costs $55 per mouth; housing, $40; clothing, $20; and miscellaneous items, 
$10. Which group of workers has the higher real income? Should factors 
other than those cit(»d be taken into account? Why? 

119 . Under incentive wage plana, wages cannot be explained by the 
marginal productivity theory. According to this theory no worker will be 
paid more than the amount received by the least efficient worker, whereas 
the purpose of incentive wage plans is to pay each worker according to his 
relative efficiency Is t his t rue? Explain . 

120 . Prof. Taussig has pointed out the fact that employers pay wages in 
advance of the sale of the finished products. The wage advance is thus an 
investment on wliich an interest charge must hv made. Hence tlie marginal 
value productivity must be discounted if tlie true productivity of the work- 
man is to be found. Is this analysis sound? If not, why? If so, does it 
alter the conclusions reached in this chapter? Why? 

121 . ^^The marginal productivity thi^iry do(\s not explain why wages are 
v\hat they are. The theory merely attempts to show how much labor will 
be supplied at a given wage. Thus the theory merely bi'gs the question, 
be(*ause it does not explain how the existing wage was determined.^’ Is this 
a fair criticism? Why, or why not? 

122 . Suppose you were hiring workers to manufacture a new article. 
How would you determine their wages? According to your proposed 
method, which of the following is of most importance*: productivity, supply 
and demand, or some other item? Why? Can you frame a law of wages 
that will be true as universally as the law of gravitational attraction? 
Why? 
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CHAPTER XVIII 


THE PRICES OF CAPITAL, LAND, AND 
MANAGEMENT 

Production today is the result not only of the efforts of labor, 
but also of the services rendered by land, capital, and manage- 
ment. Indeed, one of the outstanding characteristics of men, 
as distinct from other forms of life, has been their use of objects 
devised to assist them in attempts to utilize the resources of 
nature. In Chap. XVII the price paid for labor was discussed as 
a distributive share in the national income. In this chapter the 
prices paid for the remaining factors of production are to be 
examined from the same viewpoint in order to complete the 
treatment of the principles of distribution. 

I. THE PRICE PAID FOR THE USE OF CAPITAL 

Capital Equipment. — In the discussion of terminology in Chap. 
II, a distinction was drawn between capital equipment — the 
buildings, machinery, and tools used in producing consumption 
goods — and the value of this equipment expressed in dollars. 
This distinction is important, for the equipment is productive 
in the sense that its use increases the productivity of human labor, 
but the money used to express its value usually is not itself pro- 
ductive. Thus it is the equipment and not the money value 
with which we shall be concerned. 

The use of capital equipment of all kinds indicates a marked 
degree of “indirectness” in production. This process of “round- 
about production,” as the celebrated Austrian economist, Bohm- 
Bawerk called it, is an outstanding characteristic of economic 
life. Thus to build a house men first must have available 
the necessary machinery and tools, such as logging apparatus, 
sawmill equipment, transportation devices, and carpenters’ tools 
— to mention only a few examples — before they can secure the 
house which, after all, was what they really wanted. Similarly 
all industrial equipment is part of a roundabout process which 
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culminates in the end products that are thehiselves to be con- 
sumed by individuals. 

Roimdabout production in the long run implies saving. Some 
one must have used less consumption goods than he helped to 
produce in order that the surplus, in the form of savings, would 
allow workers to live while constructing the capital equipment 
which is the essence of the system of roundabout production. 
Savings do not result always in the production of additional 
capital equipment, nor are all our capital facilities normally in 
use, but capital could not be accumulated if production were 
carried on only for immediate consumption needs alone and in 
the absence of any saving. 

Interest. — While the capital goods themselves commonly are 
owned by the producer who uses them, the purchasing power by 
means of which he acquired title to the equipment often is 
borrowed from others. Thus interest is the price paid for the 
use of borrowed purchasing power or, as the businessman says, 
it is the price paid for money. The economist, desirous of empha- 
sizing the fact that the ultimate goal is not money but goods and 
services, defines interest as the price paid for the use of capital. 
From the lender’s viewpoint, interest is the distributive share 
which goes to the capitalists who undertake the necessary func- 
tion of saving. 

Capital may be either fixed or circulating. Railroads, power 
plants, equipment, and buildings are fixed capital. Electric 
motors under construction, flour in warehouses, and clothing on 
dealers’ shelves are examples of circulating capital. There is no 
distinct line of division between the two classifications; it is the 
use to which the capital is put that determines how it should be 
classified. 

Funds for fixed capital usually are obtained from the sale of 
bonds, stocks, long-term notes, and mortgages. Loans for cir- 
culating capital sometimes are secured from commercial banks. 
In any case, the thing paid for is purchasing power, and the annual 
price is expressed as a percentage rate on the principal of the loan 
for a period of one year. 

Capital Value a Derived Value. — ^The value of capital goods, 
like the value of labor, is derived from the value of the consump- 
tion goods produced therewith. If a machine will not produce 
something which sooner or later can be sold in the commodity 
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markets at a profit, the machine is valueless. No one would pay 
for such a piece of equipment, nor would anyone borrow money 
and agree to pay interest in order to buy such a machine. The 
price paid for capital, th(^reforc, is derived from the ways in which 
the funds can be used profitably 1o purchase equipment the value 
of which depfaids upon the value of the end i)roducts which can 
be sold in the market. 

The Productivity of Capital. — Capital equipm(‘nt is productive 
only because it adds to the (juantity, and thus usually to the value, 
of the goods that would have been produced by direct labor alone. 
Men may expend their ('fforts to obtain handmad(‘ goods, but 
they find in most cases that efforts spent to i)roduce machines 
and tools result in a much larger oiit})ut of final consumers’ goods 
than could be obtahu'd by hand processes. A portion of this 
increased return may be clairacnl by the capitalist who provided 
the funds for the machiiK's and tools, hut if he s('eks all of it 
the manufacturer will not use cajatal equi})m('nt. Therefore th(‘ 
manufacturer himself must b(‘ permitt('d to retain part of tlu' 
increased return which results wlu'n capital (Hpninnent n'duces 
the time and effort refjuirc'd in ])roduction, for otherwise' it would 
not pay him to utilize these roundabout methods. 

Marginal Value Productivity of Capital. — The tn'atrru'nt of 
production in Chap. XIII indicated that th(' fix('d- and variable- 
input factors in an (*xami)l(' of less-than-proportional output 
could be reversed. Thus v(' may consid('r an exami)le in which 
the equipment used is the variabh* factor while men and otlu'r 
resources arc held constant. In this case tin' marginal out])ut 
will be with referenee' to capital goods. If all the labor for(‘(' 
and natural resources of the nation are consich'n'd to b(' the fixed- 
input fac'tor, and the a^'ailabl(' amounts of cajatal goo<ls n'pre- 


Table 49. “Assumki) Maiicinai. \ \tae UBODucnvirv oi- Capital Goods; 

[^KRiOD, 1 Yi:\h 


Combination 

Value of eapilar 
goocLs available 

Total value 
proclu(*e(l 

IVIarginal value 
productivity 

w 

$200,000,000,000 

ISO, 000, 0(K), 000 

$80 

70 

GO 

X 

200,000,001 ,000 

SO, 000, 000, 080 

Y 

200, (K)0, 002, 000 

80,000,000,1.50 

Z 

200,000,003,000 

80,000,(K)0,210 
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sent the variable-input factor, the marginal value productivity 
of equipment may be determined. Thus in Table 49, assumed 
data show that the marginal value productivity of capital goods 
to the value of $200,000,003,000 is $60. When this productivity 
is related to the “dose” of capital goods, $1,000, the interest rate 
becomes 6 percent per year. Hence the total interest charge 
per year for the nation’s capital would be $12,000,000,180. 

The mathematical statement of the marginal productivity of 
capital would run in terms similar to those given for labor in 
Chap. XVII. Thus if C represents the nation’s capital, and P 
tlie total national product created, the marginal productivity of 
capital would be dPjdC, and the share of the national product 
which goes to capitalists would be dP/dC • C. Therefore a second 
set of variables in equation (16) may be determined (see p. 348). 

Assumptions of the Theory. — The theory of interest determina- 
tion on the basis of marginal productivity assumes that a single 
rate of interest applies to all uses of capital. Capital actually 
t akes many forms and there are a number of interest rates. Thus 
Table 50 presents estimates of the various forms of capital supply 

Table 50.— Estimated Capital Supply in the United States in 1929* 

(000,000 oniitl.i'd ) 


Item 

Capital supply 

Agriculture 

. $ 16,800 

Mineral industries. . 

6,000 

Business buildings. 

25,000 

Non-farm resideru'cs . 

5,000 

Manufacturing .... 

53,000 

Trade and commerce . 

10,000 

Transportation 

, . 37,700 

Public utilities .... 

. . . 21,200 

Tax-exempt propertii's 

. . 22,600 

Navy 

1,500 

Gold and silver. . . . 

5,200 

Net foreign investments 

10,000 

Total 

$2Y4 ,00() 


* “Tlie! Formation of Capital,” Brookinge Institution, 1935, p. 187. 


in the United States. Five of these items arc durable consump- 
tion goods rather than capital goods in so far as domestic produc- 
tion is concerned. Non-farm residences, tax-exempt properties, 
the navy, gold and silver, and net foreign investments might well 
be deducted from the total there given. The amount remaining, 
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$169,700,000,000, may be taken to represent the capital value 
of domestic industry. 

Interest rates for various classes of loans vary from time to 
time and from place to place. The average annual rates charged 
customers by commercial banks in New York City varied from 
6.74 in 1929 to 2.36 in 1936. ^ The similar rates charged by banks 
in eight other northern and eastern cities ranged from 6.04 per- 
cent in 1929 to 3.30 percent in 1938, and in twenty-seven southern 
and western cities, from 6.14 percent in 1929 to 4.10 percent in 



Fig. 41. — Annual average money rates and U. S. Treasury bond yields, 1929- 

1938.2 


1938. Generally speaking, the West pays higher interest rates 
than does the East, and rates are higher in prosperity than in 
depression. The variation of other rates is indicated in Fig. 41. 

The different rates that apply to the various uses of capital 
may be treated separately. The marginal value productivities of 
these uses may be inserted in equation (16) as a series of distribu- 
tive shares going to owners of capital as determined in the differ- 
ent money markets. Thus the equations for three money mar- 
kets might be written as follows: 

2 This and following rates for 1938 are based upon a three months’ average. 

* “Statistical Abstract of the United States,’’ 1937; Federal Reserve BuUe- 
tinf April, 1938. 
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dP 

Wx 


•Ci + 


dP 




(17) 


Full Utilization. — ^The productivity theory, in the second place, 
assumes that all the factors of production are fully utilized. 
Thus unemployed labor, idle factories, or hoarded funds would 
destroy the conclusions reached on the basis of this theoretical 
analysis. The failure fully to utilize the factors of production 
may be due largely to the absence of the free competition to be 
discussed in the next paragraph as the third assumption, or it 
may be due to “frictions” which prevent prompt adjustment of 
supply to demand. In any event, the lack of full utilization, 
often typical of the modern economic system, prevents the exact 
application of the theory as a tool of analysis to be used for the 
determination of interest as a share in the national income. 

The Bargaining Range for Loan Funds. — In the third place, 
the marginal value productivity theory assumes the free play of 
competition and the mobility of capital. This assumption is 
more applicable to the price of capital than to the price of labor. 
While some money markets are more or less distinct from others, 
some degree of interrelationship may be found among the various 
interest rates and the various money markets. Competition in 
the capital markets is relatively free. 

Purchasing power is highly mobile, but the capital goods in 
which it is invested often are not mobile at all. Loan fimds not 
only move readily from one market to another in the United 
States, but also move rather freely across international bound- 
aries in the absence of programs of capital control. This inter- 
relationship is so close, indeed, that attempts to control rates 
in one country alone may be ineffective owing to the repercussions 
of control activities in other money markets. 

When funds have once been invested in equipment, however, 
the situation is quite different. Some classes of equipment are 
useful in many lines of business but the applicability of others is 
restricted narrowly. A producer who must change his field of 
work, or who wishes to retire from production, may dispose of a 
standard lathe much more readily than a railway may dispose 
of its right-of-way. When investment has once been undertaken, 
then the producer may consider capital as relatively immobile. 
In this event, capital may be forced to operate at a level of com- 
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pensation much below its former marginal productivity. There- 
fore a bargaining range for loan funds may exist, and interest 
rates may fluctuate between limits which are more or less widely 
separated. 

Economic Theories of Interest. — ^Limits to the bargaining 
range for loan funds may be explained in terms of various eco- 
nomic theories of interest. The foregoing discussion has been 
based upon the productivity theory of interest, which may be 
taken to explain the upper limit to interest rate fluctuations. 
A producer will not undertake to borrow additional funds if the 
interest charge involved is greater than the marginal value 
productivity of the capital goods he can purchase therewith. 
The extent to which producers demand loan funds, tlierefore, 
depends upon the net productivity which the use of the funds 
makes possible. 

Interest rates usually do not fall to zero, because of a lower 
limit to the bargaining range. Funds will not be offered in large 
amounts by capitalists if rates fall too low. The (ihstiuence 
theory and the undervaluation-of-ihe-future theory attempt to 
explain this lower limit. Since a given fund of purchasing power 
cannot be used in two different ways at the same* time, the ca))i- 
talist must choose whether he will spend his funds for the immedi- 
ate satisfaction of his own wants (the ])urchase of consumption 
goods) or whether he will lend them to someoiu' else in return for 
the income which he will receive (loan for int(Test; funds then 
may be spent by others for capital goods). The decision to 
“invest” necessitat('s the ahfitinenre from prescaif satisfactions. 
The capitalist, says the abstinence theory, will not thus abstain 
unless he is paid interest to do so. If the supply of funds is 
insufficient, the rate offered by borrowers may be raised to encour- 
age greater abstinence. 

The undervaluation-of-the-future theory ay)proaches the i)rob- 
lem from a slightly different angle. Men prefer enjoyments in 
the present to those in the future, lafe is uncertain, and future 
pleasures appeal abstractly to the mind rather than directly to 
the senses. Whatever the reason, a dollar a year hence is worth 
less than a dollar now. Interest corrects the difference between 
present and future values. If the interest rate is too low, the 
correction is insufficient, and present satisfactions (consumption 
goods) are more fully utilized; if borrowers bid up tbe rattn i)re.s(mt 
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enjoyments will be satisfied less fully and the volume of loan 
funds will increase. 

Criticisin of Interest Theories. — The productivity theory may 
be criticized on two grounds, of which one is the fact that it may 
be impossible to determine the actual marginal productivity in 
real life. This criticism, applied both to labor and to capital, 
is answered most easily by mention of the fact that marginal 
productivities are determined in the market place every day in 
some fashion. The determination, while undoubtedly imperfect, 
seems accurate enough for most practical purposes, for business 
conduct is predicated upon these marginal determinations. 

The second criticism emphasizes tlu; fact that many loans are 
not for productive purposes. Marginal value productivity some- 
times is said to have no place in a consumption loan and thus to 
have no effect upon its interest rate. The interest rate on a 
business loan, however, is an opportunity cost to a creditor who 
otherwise might hav(‘ offered a lower rate on the consumption 
loan. Furthermore, many consumption loans indirectly finance 
production since they permit an expansion of the market for 
goods. Thus such loans may be related to marginal value 
productivity after all. 

The Supply of Capital. — The criticism leveled against the 
abstinence theory is based upon the sources of supply of capital. 
A ])ortion of capital supply results from individual savings, but 
some i)ersous save in order to accumulate a definite sum for a given 
l)uri)ose. If a man wishes to acquire $100,000 on which to retire 
and live for the n'mainder of his life, the accumulation will occur 
most raj)idly with a high interest rate. Thus he needs to put 
asid(‘ less per year than if rates are low, and so the amount of his 
saving is inversely related to the rate. Other persons receive 
such large incomes that they find it imi)Ossihle to spend the whole 
amount on consumption goods; a portion is saved in spite of the 
h('ight of interest rates. Capital accumulation for these two 
groups, then, is not related directly to intc'rest rates. The third 
group saves more if rates are high than if they are low; for these 
persons only is abstinence directly related to the interest rate 
which they can obtain. 

Corporate savings, perhaps, are more responsible for capital 
accumulation than are individual savings and may amount to a 
considerable sum in prosp(‘rous years; but these savings are made, 
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not so much with reference to a rate of interest as to provide j 
reserve with which emergencies in the future may be met. Sucl 
capital accumulation is called “involuntary saving” since manj 
stockholders may not wish the corporation to save at all but ma; 
prefer that earnings be paid out immediately as dividends. Thej 
are required to save by action of the board of directors, whethe 
they wish to do so or not; abstinence has occurred, but not witl 
reference to a rate of interest. 

The third source of capital accumulation is found in the bank 
ing system. Much of the short-term purchasing power used ii 
industry is the result of discounts and other credit operations or 
the part of banks. The funds provided in this way are mor( 
important, perhaps, than those from either of the othe: 
types of saving. This capital accumulation is responsive to gen 
eral business conditions as well as to interest rates; is it also th( 
result of abstinence? We may answer in the aflGurmative, bui 
with the proviso that the saving is not voluntary. Indeed, thi; 
saving is sometimes called “forced saving.” If the credit grantee 
by the banks is an addition to the money stock of the country 
it may raise the general level of prices if it comes in advance o; 
an expansion of production. The rise in prices would force man} 
persons to curtail consumption expenditures if their incomes die 
not increase concurrently. Thus consumption may be retardee 
and a larger proportion of the country’s economic activity may be 
freed from suppl)ring finished goods in order to provide capita 
equipment instead. “Saving” therefore has occurred but it has 
been forced upon that portion of the population that can leasi 
afford it, namely, those in the lower income brackets, and the 
abstinence is not related directly to a rate of interest.^ 

Relation of Interest Rates to the Normal Length of Life.— 
Gustav Cassel, a noted Sweetish economist, has suggested tha1 
the normal length of life is one of the factors which limits the bar- 
gaining range for loan funds. The general level of interest rates 
according to Cassel’s analysis, roughly is inversely proportiona 
to the average expectancy of life. Thus if men lived on the ave- 
rage about 50 months instead of 50 years, the interest rate mighi 

^ The relation between the interest rate and the supply of funds is dis- 
cussed in a thought-provoking manner by A. B. Wolfe, Savers’ Surplus and 
the Interest Rate, Quarterly Journal of Economics, Vol. 35, November, 
1920, pp. 1-35. 
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be 60 percent a year instead of 5 percent, while if men lived about 
200 years instead of 60, the rate might be 13^ percent. Interest 
rates, in other words, must be high enough to make possible the 
accumulation of a competence during the normal life expectancy 
of men, so that the longer a man may expect to live, the lower 
will be the rate which permits him to make this accumulation. 

Interest as a Cost of l^oduction. — ^The interest charge on fixed 
capital is a fixed expense for the producer. Therefore this cost 
does not affect the point of most profitable operation, when the 
investment has once been made, as was shown in Chap. XIII. 
The cost of interest on the investment is an important factor in 
determining the amount of profits received, however, for excessive 
fixed charges consume a large share of the income which otherwise 
could be appropriated by the owners of the business. 

The interest charge on circulating capital in part may be a 
fixed charge to the extent that a certain amount of such capital 
is necessary at all times if production is to continue, but a portion 
of circulating capital is responsive to changes in the volume of 
business done. Thus the interest payments for the use of capital 
which varies in this fashion are variable expenses and affect the 
point of maximum profit, which in turn determines the quantity 
of capital the producer will attempt to use. 

Interest Rates in Installment Buying. — A wide range of con- 
sumption goods is purchased today upon the installment basis. 
Since commodities bought “on time’' involve extra accounting, 
interest, and repossession costs, the prices paid by consumers often 
are higher than those charged when the same articles are pur- 
chased for cash. The burden of credit extension may be carried 
by the merchant himself, but usually he obtains financial aid 
from his bank or from an installment credit institution of some 
sort. 

From the consumer’s viewpoint it pays to buy for cash rather 
than to purchase on a partial-payment plan. A simple illustra- 
tion will serve to clarify this point. Let P equal the cash price 
of the article, R the installment price, D the down payment, N 
the number of months during which partial payments are to be 
made, and t the interest rate. The cost of the credit extended 
therefore is 12 — P, and the total amount of credit extended is 
R — D. The debt is extinguished in a series of equal monthly 
payments, however, so the amount of credit extended for N months 
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is not R — D, but rather — ^ — approximately, since each pay- 
ment reduces the amount of the debt remaining unpaid. This 
“averaging factor” should not be used if N is much greater than 
12, since compound interest then should be taken into considera- 
tion, but when N is less than 12 we may use this simple method 
with sufficient accuracy. Finally, the monthly pa3anent method 
must be converted to an annual basis for interest rate quotations 
by use of the factor 12/iV. Therefore the formula for the install- 
ment rate of interest becomes: 



Suppose an article sells for $100 cash or $115 on credit; the 
down payment is $40; and the balance must be paid in 5 months. 
What is the rate of interest? Substituting in equation (18) we 
have: 

12 15 

t = -g- • • 100 = 96 percent 

Installment rates for some commodities are in the neighbor- 
hood of 60 percent and charges of 30 percent or more are very 
common indeed. These high rates do not mean that the merchant 
is acting as a profiteer, however, for the cost of doing business on 
a credit basis is much greater than on a cash basis. Thus a book 
publisher offered a given book at $5.95 cash or $6.25 on credit 
with a down payment of $1.25 and 2 months to pay the balance. 
Equation (18) shows the installment interest rate to be 72 per- 
cent, which seems high to say the least, but note that the cost of 
credit was only 30 cents. This sum must cover bookkeeping 
and mailing expenses in attempts to collect the balance due, as 
well as interest on the funds tied up in the credit extension and 
losses from bad debts. The publisher in this instance may have 
made a larger net profit on the cash sales than on the credit sales 
of the book. 

Interest and Sinking Funds. — Sinking funds are accumulations 
of funds at interest to meet a specific need at some time in the 
future. For example, a company may have an issue of bonds 
which must be redeemed in 1958. By setting aside each year a 
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oertsun sum of money, an amount will be available, with the help 
of compound interest, sufficient to redeem the bonds on the 
specified date. 

The amount of the annual pa3mient to the sinking fund depends 
upon the principal sum to be accumulated, the number of years 
available for accumulation, and the interest rate. Thus the sink- 
ing fund is an annuity: A series of payments, usually equal in 
amount, which occur at equal intervals of time. The amount 
of an annuity of payments of $1 per year accumulated for n 
years at i rate of interest is found from the formula 


^ (1 + iY - 1 

> 


( 1 ») 


and the amount of the annual payment R necessary to extinguish 
a given debt X in n years at i interest rate may be obtained from 
the equation 

X 

= -5- at z percent. (20) 

«n| 

Thus if a $1,000,000 bond issue is to be redeemed in 20 years 
and the accumulation interest rate is 5 percent, the annual pay- 
ments to the sinking fund must he R = $1, 000,000/520, ^.t 5 
percent == $33,065.95. If the interest payments on the bonds 
also are to be cared for by the sinking fund, the annual interest 
charge must be added to the value of R. Investment tables give 
values for 5;^ in convenient form. 

n. THE RENT OF LAND 

Land. — The site factor has several characteristics which are 
the peculiar property of the surface of the earth. One group of 
characteristics is physical, the other economic. Immohility is an 
outstanding physical characteristic. Land, practically speaking, 
cannot be moved from one location to another, although trans- 
portation developments may affect its relative location. In the 
same way, many capital improvements upon land when once made 
cannot readily be moved to other places. Thus there is an Aus- 
tralian copper town completely equipped with improvements 
which have lost all value because neither the town nor the 
improvements could be moved when the supply of copper ore 
was exhausted and the town was abandoned. Other physical 
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characteristics are durability and differences in ferUUty and hca- 
tion. Finally, land universally seems to be subject to less-than- 
proportional output when its utilization has been carried beyond 
a fairly moderate degree of intensity. 

The economic characteristics are scarcity and sluggish adjust- 
ment to economic forces. Land scarcity must be interpreted 
always in terms of uses. There is plenty of room for urban 
development in the plains area east of the Rocky Mountains, 
but this supply does not affect the demand for property in New 
York City. Thus it is scarcity of land for particular uses in a 
given location that is significant. When price changes make 
new uses of land advisable, the change to the new utilization often 
is a sluggish one. A fall in farm income does not result in an 
immediate abandonment of submarginal farms. Thus the 
adjustment of agricultural production to demand is a time-con- 
suming process. 

Land Utilization. — The total land area of the United States is 
1,903,000,000 acres, of which improved farm land comprises about 
26.4 percent; forest and cutover land 24.4 percent; unimproved 
pasture and range land 45.3 percent; and non-agricultural land 
3.9 percent. Of the last-named area, 10,000,000 acres are 
included within the boundaries of cities and villages. Thus 
one-half of 1 percent of the area contains 75 percent of the 
population. 

Department of Agriculture studies indicate that our land could 
be utilized much more intensively. On the basis of these esti- 
mates, improved farm land could comprise 42 percent of the 
whole area, an increase of 60 percent; forest land 18.7 ; unimproved 
pasture 34.6; and non-farm land 4.7 percent. The prices of farm 
and forest products would have to be quite different from those 
existing today, however, before such an ideal utilization could 
be a profitable one. The growth of population and other factors 
may establish such prices at some future time; today this ideal 
use is quite out of the question. 

Rent. — Rent may be regarded as the distributive share that 
goes to the landowner. Rent also may be considered as the price 
paid for the use of the site factor in production. In either case, 
rent may involve two kinds of payments. Therefore we must dis- 
tinguish between contract rent, the actual payment from tenant to 
owner, and economic rent. The former usually is larger since it 
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includes interest payments for the capital goods which may have 
been leased with the land. Economic rent thus comprises pay- 
ments for the land area alone. A distinction also may be drawn 
between improvements to land and improvements on land. The 
former increase land values and economic rentals, while the lat- 
ter increase building values and contract rents. The improve- 
ments to land may be illustrated by drainage, grading, and other 
applications of capital which become bound up inseparably with 
the land itself; those on land may take the form of buildings, 
railway spurs, and other movable structures. 

The Productivity of Land. — The productivity of land depends 
upon its location and, if it is utilized for farming, upon its fer- 
tility. Clearly, rich soils usually are more productive than poor 
ones, well-watered land than desert areas, and so on. In the 
same way the farm that is closest to market will provide its owner 
with larger profits than will land at a considerable distance 
where transportation costs are heavy. The same situation prob- 
ably holds true for urban sites for commercial and industrial 
use. A site in the center of the shopping district of a city may 
be the best location for a department store, and a factory site in 
an industrial area well supplied with transportation and financial 
and labor facilities may be best for a manufacturer. The rent 
of land evidently is related to the desirability of its location for 
various uses. 

Peculiarities of Land Productivity. — The immobility of land 
may prevent competitive forces from equalizing the supply of 
land in various locations. Land may be so plentiful in desert 
areas as to be free: No one would pay to use land there, and there 
is more than enough to satisfy all comers. At one time in the 
history of our country this situation was characteristic of much 
of the land now in farms and other uses. Land may be so scarce 
in urban areas, on the other hand, that many persons wish to use 
it and it commands a very high rental. The owner then finds 
himself in the position of a quasi monopolist. No one can dupli- 
cate exactly his piece of property, although others may be much 
like it. Thus rent bargains are like auctions. The one tenant 
who most earnestly desires to use the property obtains it because 
he outbids all the other possible tenants. Since the supply of 
land thus is relatively fixed, it may command a high price or it 
may be unable to command any price at all. This latter fact was 
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not true of the factors of production previously discussed. Men 
will not work, nor will large amounts of capital be provided, if 
wages and interest rates reach zero; the same land area usually 
is available at zero rent as at higher amounts. 

Marginal Productivity of Land. — Since little free land can be 
found today, practically all land in use commands a rent. Thus 
we may apply the marginal productivity theory to land in a 
fashion similar to that for labor and capital, but the unique 
nature of land ownership prevents marginal productivity from 
establishing a given level of rent for all land. Each plot must 
be considered separately. However, the marginal productivity 
of land sets an upper limit to the rent that will be paid for the 
use of a given plot over a period of time. 

If A represents a given class of land in use, and P the product 
created, the marginal productivity of this class of land would be 
dPfdA, and the share of the national product which goes to the 
land owners would be dP /dA • A . Thus a third group of variables 
in equation (16) may be determined. 

Lower Limit to a Bargaining Range for Rent. — ^The upper limit 
to a bargaining range for rent has been established in terms of 
the marginal value productivity of land to the tenant who obtains 
the right to use it. What is the lowest amount that the landlord 
will agree to take? The highest unsuccessful bidder in the rent 
auction offered as rent the full marginal value productivity of the 
land to him, but the landlord chose the offer of the successful 
bidder instead because it was larger. Therefore the landlord 
need not accept a rent lower than the amount offered by the 
unsuccessful bidder and cannot exact a rent greater than the 
productivity to the successful bidder. Thus a bargaining range 
for rent may be bounded on the one hand by the maximum 
amount that will be given by the successful bidder for the use of 
the land, and on the other hand by the maximum offered by the 
next highest bidder. 

Suppose Mr. X wishes a given plot of land and can afford to 
pay $500 per year rent, while Mr. Y wishes the same plot but can 
pay only $475 rent. If no offers are higher than that of Mr. X, 
the owner cannot obtain more than that sum annually for his 
property, but Mr. X likewise cannot obtain the plot for less than 
$476, let us say. In other words, the offer of Mr. Y establishes 
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an alternative opportunity for the landlord and thus furnishes 
the lower limit to the bargaining range for this plot. 

Rent as an Interest Charge. — Rent, from the businessman’s 
viewpoint, is one of the significant factors in interest charges. 
Rent payments may take many forms. Consider a factory, for 
example. First, there is the site rent. The site may be a bare 
piece of land, or certain improvements may have been made. 
A railroad spur may have been constructed on the property by 
the owner, water mains and drainage lines may have been laid, 
a fence may have been erected, and so on. Second, there is the 
building rent paid for the factory itself. Third, there may be 
equipment rents which must be paid, if any of the machinery is 
leased instead of being purchased. Indeed, it makes little differ- 
ence whether site, buildings, and equipment are leased or owned 
so far as the payments for them are concerned. If these items are 
leased, suitable payments must be made for them; if owned, they 
should earn similar amounts for the company. In any case, the 
sums that must be set aside for these items represent payments 
for their use and thus costs to the user, which do not differ from 
interest charges for the use of capital. 

From the businessman’s viewpoint rent and interest payments 
are identical in nature. Thus the rent charged for a given location 
determines in which of several uses it shall be employed. A high- 
rent plot cannot long remain in a low-rent use. Hence we should 
not expect to see a location like the Empire State Building site 
used for dairy pasture, simply because of the great divergence in 
rentals which the two uses would justify. 

Relation of Rent to Price. — Most economists consider rent to 
be quite different from interest or wages in so far as its relation to 
prices is concerned. They say that rent is “price determined” 
but not “price determining.” In other words, rents are high 
because prices are high and businessmen can afford to pay high 
rent, but prices are not high because rents are high for rent is a 
remit of price. This position is supported by evidence that is 
familiar to all of us. Thus United Cigar Stores habitually 
choose locations on the buvsiest corners in a city. These locations 
require the payment of very high rents per square foot, but a 
package of cigarettes costs no more there than in the suburban 
drugstore that pays a much lower rental. Economists say. 
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therefore, that high rents do not make prices high. However, 
they seem often to imply that high interest rates or high wa^es 
do make prices high. 

This seeming difference between rent and the other distributive 
shares does not exist in fact. All the shares are derived payments, 
as the foregoing discussion has emphasized. High prices make 
possible high wages, high interest, and high rent. On the other 
hand, high wage, interest, and rent payments do not make prices 
high unless they raise unit costs of production. The high rent 
paid by a United Cigar Store is spread over many packages of 
cigarettes; the high wages paid by American employers do not 
always prevent the sale of our goods in foreign countries with 
low wage scales but with lower productivities per man; and the 
payment of high interest rates results in high prices only when 
the productivity of the capital goods obtained therewith is low. 

Economic Rent in the Extractive Industries. — The similarity 
between rent and the other distributive shares appears in a study 
of the returns in Ihe mining and petroleum industries. In fact, 
because of the speculative nature of some of these industries, it 
is difficult to distinguish between interest, rent, and profits. 

Consider gold mining, for example. Gold in the spring of 1938 
had a fixed price of $35 an ounce. Unless the cost of producing 
it was less than this amount, mines could be operated only at a 
loss. Millions of dollars have been spent hunting for ores that 
never existed. Indeed, it is said that more money has been spent 
in gold-mining ventures than the total value of the gold extracted. 
When land is leased for mining purposes, or when producing 
mines are leased, the rentals are much more uncertain than they 
are in agriculture; so much so, in fact, that it would be better 
to call the payment “profits” instead of “rent.” In any event, 
the mining company buys the leases Just as it buys mining equip- 
ment, although sometimes share or royalty plans are used instead. 

Economic rent in coal mining is quite different, in some respects, 
from that in gold mining. The price of coal is not fixed by the 
government. Coal is subject to a fluctuating price, a fact that 
determines which mines shall be operated profitably at any given 
time. If coal prices are low, only low-cost mines can be run suc- 
cessfully. As prices rise, poorer mines can be brought into use 
and thinner seams in the better mines can be worked profitably. 
The better mines — the low-cost mines — 3 deld a return above the 
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cost of production in poorer mines. This net gain is the basis of 
royoUies. 

Petroleum production is similar to coal minin g in that the 
products fluctuate in price and to gold mining in that it is highly 
speculative. Although the large oil companies have reduced 
the speculative element to some extent through the services of 
geologists, and have insured themselves against excessive losses 
by drilling enough wells so that the poor ones are balanced by 
good ones, there are still so many ‘‘wildcat” wells that oil stock is 
often regarded as almost synonymous with a lottery. Much 
economic rent has accrued to the owners of land in oil-producing 
areas solely because competitive drilling companies, having ascer- 
tained with more or less care that the land had oil-producing 
possibilities, leased large tracts of it in anticipation of future 
developments. Even though much of the land may not contain 
sufficient oil to pay expenses, some of it may be near enough to 
producing fields to enable the lessees to sink competing wells. 
Thus they may procure enough oil not only to pay for the entire 
lease but also to yield a profit. 

m. THE PROFITS OF ENTERPRISERS 

The Entrepreneur. — The various subdivisions of the three fac- 
tors of production, labor, capital, and land, used in a business 
must be coordinated properly if it is to operate successfully. The 
principles which underlie this combination of the factors of pro- 
duction were discussed in Chap. XIII and the necessity of con- 
stant readjustment of the factors, in view of the continuous 
fluctuations of prices and costs, was emphasized. The respon- 
sibility for the correct proportion of factors rests upon the man 
who undertakes the business. The sole proprietor or the part- 
ners are the persons who undertake the risk and who exercise the 
functions of management in unincorporated business, while the 
voting stockholders who exercise their rights of control fulfill 
the same functions in a corporation. These men are called entre- 
preneurs, and the reward for successful action on their part is the 
receipt of profits. 

Net and Pure Profit. — Accountants and economists differ in 
their definitions of entrepreneurial profit. The accountant 
deducts from income all expenses paid to others and calls the 
remainder net profit if it is a positive value. The economist 
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also deducts imputed interest, rent, and salary. Thus if the 
entrepreneur has invested his own funds, as is usually the case, 
he should expect to receive the same interest return which he 
could obtain if the funds were invested elsewhere with the same 
degree of risk. Likewise, if he uses his own property he should 
charge himself a fair rent and should pay himself the salary he 
could secure if he worked for someone else. When these imputed 
items are deducted from net profit, the remainder, if any exists, 
is called pure profit. 

An example may serve to clarify these terms. Assume that 
Mr. K owns a business whose profit and loss account appears as 
follows for the current year: 


Gross receipts $100,000 

Deduct: Cost of goods sold 52,000 

Gross profit $ 48,000 

Deduct; Interest, rent, and other expenses 35,000 

Net profit $ 13,000 

Deduct; Imputed interest $2,500 

Imputed rent 1 , 000 

Imputed salary 8 , 000 1 1 , 500 

Pure profit $ 1,500 


The accountant is content to determine the net profit of $13,000, 
but the economist wants to know the opportunity costs involved 
in the continuation of this business by Mr. K. Under these 
conditions, Mr. K should continue the business, for he secures 
$1,500 more income than would be attained if he invested his 
funds elsewhere, leased his property to others, and worked for 
someone else at $8,000 a year. 

Suppose the gross receipts had been $97,000 instead of $100,000. 
Net profit would appear as $10,000, but pure profit would be 
turned into a deficit in so far as the imputed items are concerned. 
His imputed salary would be reduced to $6,500. If this situation 
is likely to continue, Mr. K might decide to close out the business 
because his income would be increased if he worked for someone 
else at $8,000 per year. He may prefer to be his own “boss," 
of course, and so may elect to continue the business in any case. 
On the other hand, he may decide to avoid the assumption of 
risk and may give up the $1,500 of pure profit obtained in the 
first instance in order to work for someone else who in turn 
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assumes risk; but in any case Mr. K knows just where he stands in 
terms of the various opportunities open to him if he takes the 
imputed incomes into consideration. 

Pure Profit a Surplus Income. — If we assume that the imputed 
items cover the opportunity costs as far as Mr. K is concerned, 
he will continue the business as long as he recovers these amounts. 
Pure profit is “pure velvet” for him. Income in excess of the 
imputed costs is a surplus income which is not necessary to 
the continued operation of the business. On the other hand, the 
imputed items must be covered in the long run if operation is to 
continue. Hence we rightfully may consider them as costs of 
production from the viewpoint of society as a whole. 

Profits or Losses, the Variable Factor. — Since profits or losses 
are to be found in the difference between cost and selling price, 
it follows that their exact amounts cannot be determined in 
advance of production and sale of the goods. The best that 
can be done must be in the nature of an estimate. Furthermore, 
there will be a profit or a loss in practically every case, since it 
would be a mere coincidence if selling price were exactly equal to 
cost. 

There is uncertainty as to costs because of the difficulty in 
forecasting such items as material and labor costs and overhead 
charges per piece, or the possibility that such unforeseen con- 
tingencies may arise as mistakes in the treatment of materials 
or in the chemical composition of products, or labor troubles, or 
legal diflSiculties. Conversely, warehouses may be well stocked 
with raw materials when prices rise, more efficient methods of 
production may be introduced, anticipated difficulties may not 
materialize, or competition may cease to be active. 

Uncertainty as to receipts grows out of the activities of con- 
sumers. The maker of surveying instruments, for example, 
knows only that his types of goods have been used in the past 
and probably will be used again. He does not know how much 
of the business may go to his competitors, or the price at which 
the instruments will sell to best advantage. 

Corporation Profits. — The analysis of profits in an incorporated 
business is similar to that just given in so far as the determina- 
tion of net profit is concerned. Assume Mr. K’s firm discussed 
above was incorporated instead of being a proprietorship. The 
income account then would read as follows: 
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Qross receipts 1100,000 

Deduct: Cwt of goods sold 52,000 

Gross profit S 48,000 

Deduct: Interest, rent, and other expenses 35,000 

Net profit $13,000 

Dividends declared $9,000 

Carried to surplus 4,000 13,000 


It is difficult to decide when pure profits are obtained from cor- 
porate activity. Dividends on preferred stock often amount to 
no more than interest payments to junior security holders. 
Indeed, owners of Class A non-voting common stock can be called 
entrepreneurs only by a stretch of the imagination which assumes 
that they take the risk without exercising the control which goes 
with that function. If many of the common stockholders invest 
for income and not for control, their security may be regarded as 
a peculiarly risky form of income bond without maturity. Thus 
almost the whole of dividends may be considered as interest pay- 
ments. Shall pure profit be confined, then, to amounts carried to 
surplus? Perhaps it would be better to say that any rate of 
return to the corporation as a whole greater than that needed to 
attract new capital as it is required is evidence of pure profits. 
To what extent have corporations been successful in attaining 
such rates of return? 

Postwar Corporate Income . — It is significant that over 40 per- 
cent of all corporations have sustained a deficit even in so-called 
good years. Business is not always profitable. In the depression 
year 1932, over 83 percent of all corporations in the United States 


Table 51 . — Corporate Net Income and Deficit, 1928 - 1932 * 


Year 

Num- 
ber of 
corpo- 
rations 

Total net 
income 
(millions) 

Profit 

made 

(millions) 

Per- 
cent 
of total 

num- 

ber 

Net loss 
sustained 
(millions) 

Per- 
cent 
of total 

num- 

ber 

Interest 

paid 

(millions) 

Cash divi- 
dends paid 
(millions) 

1928 

495,892 

$8,227 

$10,618 

54.2 

$2,391 

45.8 

$4,581 

$7,074 

1929 


8,740 

11,654 

52.9 

2,914 

47.1 

4,925 

8,356 


518,736 

1,551 

6,429 

42.7 

4,878 

57.3 

4,861 

8,202 

1931 

516,404 

-3,288 

3,683 

34.1 

6,971 

65.9 

4,492 

6,151 

1932 

508,636 

-5,644 

2,153 

16.3 

7,797 

83.7 

4,043 

3,886 


* **StatiBtioal Abstract of the United States,** 1936. 
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sustained losses. The record of the significant 5-year period, 
1928 to 1932, appears in Table 51. Note that in 1930 and there- 
after cash dividends paid out exceeded the net income of those 
corporations that made a profit. In other words, a large portion 
of these dividends were declared out of surplus instead of earnings. 






13 COAL AND COKE 



CT* cr* CT' O'* cr* cr* 


Fio. 42. — Net profits (+) or losses (— ) for stated number of companies in 
selected industries, in millions of dollars, 1926—1935.^ 


Variations in Earnings. — Earnings vary among industries and 
among corporations within a given industry. In the predepres- 
sion year 1927, for example, Laurence H. Sloan of the Standard 
Statistics Company found the earning rate on invested capital 
for selected industries to be as follows:* 

^ Moody's “Industrial Securities,” 1936, pp. 33-34; scales are not identical 
for aU industrial groups. 

•Sloan, L. H., “Corporation Profits,” Harper & Brothers, 1929, p. 140. 
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Industry Percent 

Drugs, medicines, cosmetics 22.22 

Automobiles 20.49 

Lead and zinc 17.46 

Food products 15.18 

Chemicals 12.68 

Electrical equipment 11.73 

Building equipment and supplies 9.53 

Copper 7.47 

Steel 5.63 

Oil 5.50 

Coal 1.51 

Fertilizers — 1.39 (loss) 


Figure 42 shows net profits (or losses) in millions of dollars for 
the designated number of companies in six selected industries. 
The electrical equipment industry group was the only one of the 
six to ’escai)e losses during the period. On the other hand, 
the iron and steel companies made 137 million dollars more in 
profits in the single year 1929 than their combined losses for the 
4-year period, 1931-1934. 

The percent change in net profits (or losses) sometimes varies 
considerably over a short period of time. Thus, as Table 52 
indicates, net profits of fifty-eight iron and steel companies were 

Table 52. — Percent Change in Dollar Valve of Net Profit* of 
Selected Industries from 1936 to 1937t 


Number of 
corporations 

Industry 

Percent 

change 

58 

Iron and steel 

+53.9 

60 

Electrical equipment 

+27.5 

31 

Chemicals 

+ 4.0 

90 

Electricity, gas, etc. 

+ 2.5 

26 

Containers 

- 0.1 

20 

Automobiles 

-18.9 

22 

Rubber tires, etc. 

-31.6 

141 

Class I railroads 

-40.5 

24 

Coal mining 

-93.5 


♦ After depreciation, interest, taxes, and other charges and reserves, but before dividends, 
t National City Bank Bulletin, April, 1938, p. 45. 

53.9 percent higher in 1937 than in 1936. During the same 
period, net profits of twenty-four coal-mining companies declined 
93.5 percent. 
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Profit and Risk Assumption. — Under a system of private prop- 
erty the driving force behind business and industry is the ever- 
present possibility of making profits. This statement does not 
mean that profit making should be the motive, or that there are 
no other motives, or that no stronger motives can be found; it 
merely recognizes things as they are. 

Some persons regard profits as a reward for risk assumption, 
the income of the adventurer, just as wages are the income of 
the worker. They assume that if the maximum sum which 
could be realized merely covered wages, interest, and rent, per- 
sons would not be willing to run the chance of incurring losses. 
This point has been recognized in government price fixing and 
price regulation. In order to deny profits it sometimes has been 
necessary to guard against losses. It is not reasonable to sup- 
pose, however, that people would do without goods merely because 
they were denied the opportunity to make a profit. Production 
still would go on, but possibly not under the private ownership 
of industry. 

Instead of saying that profits are the reward for risk assump- 
tion, it is better to say that “risks make profits possible.” Risk 
deters many persons from going into this or that adventure; it 
thus gives the daring ones a better chance to make profits. 
Profits, then, may be explained in part by the scarcity of busi- 
ness ability, just as the scarcity of workers in certain types of 
occupations will account for the higher wages received by persons 
in those occupations. Furthermore, many risks are measurable 
and can be guarded against through insurance devices. The 
expense of g’larding against these measurable risks is a part of 
the cost of production and in no sense can be considered as a 
reward. 

Some Causes of Profits and Losses. — It is possible to list many 
causes for profits and losses, but only a few outstanding points 
will be mentioned here. Efficiency in production and sales is 
responsible for the receipt of surplus income by many concerns. 
Thus General Motors is an example of a holding company which 
produces efficiently a diversified list of products. Its research, 
shop management, and sales and advertising policies are particu- 
larly important. Differences in cost due to factors beyond the 
control of management permit some firms to receive a net income 
while others suffer losses. For instance, a copper company made 
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profits because its ores were high in diver and gold content. A 
brick company was able to imderbid all competitors because it 
had both clay and coal on its properties less than 200 yards apart. 
Thus its costs were lower than those of other plants. These 
examples really are instances of implicit rent rather than of profits, 
however, since the advantages were beyond the control of man- 
agers and so went with the titles to the properties. 

Profits frequently accrue to the concern first in the field. Thus 
the first persons to promote miniature golf, to raise silver foxes, 
or to produce safety razors have been able to reap large returns 
before competitors entered the field. Priority advantages often 
apply to mercantile establishments as well. 

Established concerns, long on the ground, have a tremendous advan- 
tage. They are, for one thing, usually in the possession of the best loca- 
tions. In rapidly growing cities in which the center of retail shopping is 
drifting, this is not a permanent advantage. A firm’s prosperity may 
hinge on whether its directors have the nerve to pull up and move to a 
new location “far up town.” . . . Furthermore, the established concern 
has long since built up its custom, its goodwill. It can rely upon the 
habits of its customers, whereas the new concern has to rely upon the 
stream of folk passing its show windows and upon aggressive and expen- 
sive advertising. . . . The old, established firm is quite likely to have 
the advantage in point of size. . . . Like the advantage of location 
and goodwill, advantage as to size may be due to priority. The founder 
of the firm came to town early, the town grew, and the firm grew with it, 
almost automatically.* 

Changes in demand are the cause of profits or losses in many 
cases. Thus the demand for carriages and wagons declined 
tremendously in the 25 years after 1900. As a result, the 7,632 
establishments engaged in the production of these articles at the 
turn of the century had dwindled to 152 by 1925. Price fluctua- 
tions also are significant. The period of rising prices during the 
World War permitted manufacturers to purchase materials, 
equipment, and labor at one price level and to sell the finished 
articles produced therewith at a higher price level. Thus profits 
frequently were obtained in spite of high costs and other ineffi- 

* Woum, A. B., Competitive Costs and the Rent of Business Ability, 
The Quarterly Journal of Economies, Vol. 39, November, 1924, pp. 62-63. 
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dendes. Public utilities, on the other hand, were unable tp raise 
their rates as fast as costs rose; therefore they suffered a restric- 
tion of profits or underwent actual loss. 

Restriction of output may enlarge profits if the business enjoys 
monopoly advantages. From this viewpoint the chief advantage 
of monopoly is the fact that it reduces risk and therefore tends 
to enhance profits. Risk is reduced because the monopolist is 
faced with only two variables, i.e., changes in cost and changes 
in demand, while the competitive producer must contend 
with a third variable in addition, namely, the activities of his 
competitors. 

Competition, Change, and Profits. — large portion of profits 
and losses are due to change — change in demand, or prices, or 
costs, or competition. Indeed, economists have said that an 
economic system devoid of change of any kind except that due 
to competitive forces would prevent entirely the existence of 
pure profits. Such a static society would have no new discoveries, 
no population growth, no changes except the competitive adjust- 
ments necessary to reach perfect equilibrium. Since the receipt 
of pure profit indicates that prices are well above costs, competi- 
tion would lower prices until income barely covered the imputed 
shares. In terms of the discussion in Chap. XIV of marginal and 
superior producers, the net income obtained by the latter is a 
larger imputed salary owing to superior managerial ability, while 
the marginal producer obtains an imputed salary not much dif- 
ferent from the wages of skilled labor. Pure profit disappears 
in this case, and net profit covers only the imputed shares in 
income. 

This assumption, however, presupposes free competition. 
Since many lines of industry are not freely competitive, monopoly 
and scarcity profits are obtained by these concerns. We may list 
exploitation profits as an extreme form of such income. From 
the poorly paid taxi driver who may try to eke out an extra nickel 
on fares to the salesman of “dry-hole” oil-well stock, exploitation 
exists and the gullible public all too frequently is cheated. 
National efficiency demands that each worker and each company 
justify his and its existence by making a contribution to the sum 
total of utilities embodied in the end products of industry. The 
noted English economist R. E. Tawney concisely states the prin- 
ciple in this way: “Society must persuade its members to renounce 
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the opportunity of gains which accrue without any correspondii^ 
service."^ 


XV. SUMMARY OF DISTRIBUTIVE SHARES 

The shares in the national income which go to each of the fac- 
tors of production are determined in general by the marginal 
value productivities of the factors. Thus it is said that each 
unit of the productive factors is compensated on the basis of its 
contribution to the national income. The rates of wages, interest, 
and rent, when multiplied by the number of workmen, and the 
amounts of capital and land, yield the shares in the income which 
each of the factors receive. Pure profit is a residual share due 
in part to imperfect competition and constant change, and in 
part to the failure to compensate the other factors on the basis 
of full marginal productivity. Since competitive forces do not 
have entirely free play in determining these rates, bargaining 
ranges exist within which the rates of wages, interest, and rent 
are established. The upper limits of these ranges are fixed by 
marginal value productivity. The lower limits are determined 
by the peculiar characteristics of demand and supply for each of 
the factors concerned. 

The rates of compensation for the factors of production actually 
are determined simultaneously with the prices of the products of 
industry. This interrelationship is significant, for a change in 
the productivity of a factor of production affects not only the 
compensation of that factor and of other factors but also the 
prices of consumption goods and the real income of the entire 
community. An increase in the number of workmen, for exam- 
ple, tends to reduce the productivity per worker and the rate of 
wages; it may increase the landlord's share in the national income 
and may result in lower prices for some commodities. 

When the rates of compensation for the factors of production 
have been determined on a national basis, employers use various 
amounts of the factors in terms of the cost rates thus established. 
The number of workmen and the amounts of capital and land to 
be combined in a going concern depend upon the costs and prices 
which the entrepreneur finds in the market place, on the basis 
of the principles established in the treatment of factoral propor- 

‘Tawnbt, R, E., “The Acquisitive Society,” Harcourt, Brace & Com- 
pany, 1920, p. 184. 
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lion. From the employer's viewpoint, then, the rates of wages, 
interest, and rent are costs which must be covered by receipts if 
profits are to be secured. From the social standpoint, on the 
other hand, higher rates for these factors raise prices only if they 
raise unit costs; to this extent they are price determining, but 
otherwise they are price determined, for the values of the factors 
are derived values which are not inherent in the factors themselves. 

Problems 

125. “According to the marginal productivity theory of capital, interest 
rates are supposed to equate saving and investment. Since there is little 
new investment at present and large savings are available for investment, 
it is clear that interest rates have not equated saving and investment.” 
Is this true? Why, or why not? What light do the interest rate data 
presented in this chapter throw upon the question? 

124. How would the rate of interest be affected by each of the following 
items? Explain briefly in each case. 

а. Increased buying of consumption goods on credit? 

h. Increased social prestige attaching to the possession of capital? 

c. Widespread knowledge that consumption goods would soon double 
in price? 

126. Mr. X earns $3,000 per year. How may he use installment buying 
to obtain $4,000 worth of goods and services this year? Can he obtain 
$4,000 worth of goods and services next year? How much can he purchase 
the third year, if he pays each year’s installment debts during the following 
year? In the fourth year? 

126. “The greatest single cause of poverty today is the private receipt 
of land rent. High living costs are the direct result of the landowners’ 
monopoly of the one thing essential to everyone’s existence, to wdt, the 
earth’s surface.” Discuss. 

127. o. If the cost of building a mile of gravel road is $6,000; a mile of 
concrete road, $20,000; and a mile of brick road, $25,000; and if the annual 
upkeep cost per mile is $900 for the gravel road, $300 for the concrete, and 
$150 for the brick, which road will be the most economical when the current 
rate of interest is 2 percent? 4 percent? 8 percent? 

б. On the basis of this problem, what conclusion can be drawn relative 
to the effect of interest rates on the Imilding of expensive forms of construc- 
tion work by governments or corporations? 

128. A city purchases 14,000,000 kilowatt-hours of electrical energy a 
year at a cost of 1.8 cents per kilowatt-hour. Engineers estimate that the 
city could buUd its owm plant for $1,000,000; that operation and main- 
tenance cost would amount to $110,000 a year; depreciation percent 
and insurance one-half of 1 percent. Below what rate of interest must the 
city succeed in borrowing funds if the venture is to be a financial success? 
How should it borrow the money? What other factors should be taken 
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into consideration in deciding the merits or demerits of a oity-oamed power 
plant? 

129. A railroad company has the choice of constructing a tuimel through 
a mountain or of going around the barrier. The tuimel will cost $6,000,000 
and will involve a daily upkeep charge of $80. Building a road around the 
mountain will cost only $3,000,000, but the additional daily cost of sending 
trains over the longer route, including upkeep, will be $500. Which method 
is preferable when the interest rate is 4 percent? 8 percent? 

180 . “The judgment of the business manager is the cause of profits or 
losses.” If this is true, why should not “profits” be called “wages”? 
Why should not corporations bid against each other for competent managers 
until the managers receive as wages all that now goes to stockholders as 
profits? 

131. James Jennings bought a new electric refrigerator under a plan 
which required no down payment, but simply payments of $10 each at the 
end of every month for 12 months. After he had made six payments, his 
pay was cut, and he could not spare $10 every month. Jennings found 
three alternatives: (1) he could return the refrigerator in settlement of the 
balance due and lose his payments already made, or (2) he could sell the 
refrigerator to a friend for $65 cash, and pay off the balance due, in which 
case he would receive a rebate of 90 cents of the carrying charge, or (3) he 
could borrow $60 from a small loan company to be paid $6 a month plus 
interest at 3 percent per month on the balance of principal remaining due 
in each month, in which case he would pay the balance due on his original 
contract and would receive a rebate of 90 cents from the seller. If he gave 
up the electric refrigerator and used his old ice refrigerator, the monthly 
ice bill would be $1.50 more than the cost of current for the electric refrigera- 
tor. Which alternative would you choose? (Poliak Foundation.) 

132. Consider some of the problems that arise when a certain company 
has obtained a contract which will demand the services of fifty trucks for a 
year (300 working days). Should new trucks be purchased and drivers 
hired, or should trucks be leased from a trucking concern? Immediately 
the question of comparative costs appears. Here are the essential facts: 

New trucks would cost $4,000 each; daily upkeep (gasoline, oil, repairs, 
and insurance) would amount to $6 per working day on each truck. The 
driver of the truck would receive $5 per day. At the end of the contract 
period the trucks would have a salvage value (i.e., used-truck value) of 
$1,200 each. 

On the other hand, a truck and driver could be leased from a trucking 
company at $20 per working day. The trucking company would pay all 
operating expenses. 

What additional data would be useful (or necessary) in arriving at a 
decision? 

183. The Twentieth CJentury Fund, Inc,, in a study of corporation profits 
for 1933 reached this conclusion: Large corporations that made profits made 
them at lower rates than small ones, while large corporations that lost 
money lost at lower rates than small ones. Bigness seemed to act as a 
stabilkation factor. It tended to keep rates of profit or loss within a 
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narrow range* Sm a lln ess, on the other hand, seemed to be a leverage factor 
which tended to cause wide swings. What explanation can you give for 
these results? 
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PART IV 

ECONOMIC PROBLEMS 




CHAPTER XIX 
INVESTMENTS 

The term “investment” is understood in a general way by most 
people. When we attempt to view it precisely in a practical way, 
however, we run into many difficulties. In general, investment 
means the emplo3anent of money in the purchase of bonds, stocks, 
mortgages, or property, or in one’s own business. Such commit- 
ments of funds are for the purpose of receiving interest, dividends, 
or profits and for maintaining the principal. 

In financial parlance investment has a broad meaning but does 
not really distinguish between the terms investment and specula- 
tion. While the dividing line between these concepts cannot be 
stated with mathematical exactness there is a clear distinction 
between them. Briefly stated, investment is a financial transac- 
action representing the employment of surplus money. The 
transaction, however, must be based upon a careful analysis of 
facts and the application of standards. If the study shows there 
is a high degree of safety for the principal and that a good return 
probably will be received, the commitment can be called an 
investment. If after a thorough study there is substantial uncer- 
tainty with respect to both principal and income a commitment 
would be speculative. 

Speculation, as carried on today, is primarily the process of 
attempting to forecast market movements with the idea of bujdng 
and selling securities and commodities for the purpose of gaining 
a return from changes in market prices. Speculation in securi- 
ties is largely limited to trading in stocks, although it is possible 
to trade in bonds. Convertible bonds and bonds of questionable 
safety will fluctuate widely in price, thus affording greater oppor- 
tunities for speculation. 

I. INVESTMENT ANALYSIS 

Economic Basis of Investment Values. — The investor purchases 
the right to an income, either present or prospective. If a bond, 
stock, real estate mortgage, or any other form of investment does 

895 
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not yield an income in the present and no one expects it to yield 
an income in the predictable future, it is not likely to have much, 
if any, market value. Nor is there much likelihood that it will 
appreciate in value in the future if there is no income in sight to 
form the basis of a rise in value. Unless something has use-value 
or income value it will be devoid of market value. 

In the economic sense, income must be capitalized to determine 
the value of the thing which yields the income. Capitalization 
results in the determination of the principal sum upon which a 
given interest rate will yield the annual income involved. Given 
the amount of income, therefore, there remains the choosing of 
the proper interest rate, which is the rate one can obtain by put- 
ting his funds in other investments of comparable qualities. 
Suppose a plot of commercial property yields an income of which 
$600 may be imputed to the land. If this economic rent is 
expected to continue at that value in perpetuity, if the income is 
“net,” and if the assumed interest rate is 5 percent, the value of 
the land would be: 


$600 4 - .05 = $12,000 

In other words, the investor will receive $600 annually on an 
investment of $12,000, which is 5 percent, or the rate he desires. 
Similarly, if a share of preferred stock of $100 par value pays 7 
percent dividends annually and the investor seeks the same rate 
of return as above, he would be willing to pay, other things being 
equal, as much as $140 per share for the security. 

The Value of Limited Income. — When an investor purchases 
the right to an income for a specified number of years instead of 
in perpetuity, the valuation problem is more complex. Since 
bonds usually bear a definite maturity date, it is necessary to 
compute not only the present value of a stated number of interest 
payments but also the present value of the principal which is to 
be repaid. The present value of the principal is found from the 
equation 

= P(1 -f- 1)-" (21) 

where P represents the principal, and w" the present value of $1 
discounted at rate i for n interest periods. The present value 
of the interest payments, where I represents the interest paid at 
each interest period and the present value of an annuity of 
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$1 discounted at rate i for n interest periods, is obtained from the 
following equation: 

/aa = (22) 

The sum of equations (21) and (22) gives the value X of the bond 
when the speculative element is included, thus: 

X + la-^ ± ? (23) 

Suppose a $1,000 bond bears interest at 6 percent payable 
semi-annually and is redeemable at the end of 10 years. Tlie 
bond is to be purchased at a price that will yield 5 percent on the 
investment. How much must be paid? Pw” = $1,000 • = 

$610,271, the present value of the principal at 2^ percent semi- 
annually, and Ia-^ = $1,000 • (0.03) • A■^^ = $467,675, the pres- 
ent value of the interest payments at 2}'2 percent semi-annuallj’^. 
Thus the price of the bond mX = $1,077.95 + ?. If the investor 
proposes to hold the bond until maturity and is sure that no 
default will occur, ? = 0, but ‘Hhe schemes o’ men gang aft a- 
gley ” and the speculative element usually will be present to some 
extent until the final payment of interest and principal. The 
values of F” and A-^ may be obtained most readily from invest- 
ment tables. 

Investment Characteristics. — Since investors are not all alike, 
it follows that an investment suitable to one may be unsatis- 
factory to another. The individual must choose among the 
various types of investments so as to select those whose char- 
acteristics best fit his requirements. Six elements that may be 
considered in this choice will be noted. 

Some persons place safety of principal above all other factors. 
They wish to avoid risk and so demand a well-secured investment 
whose principal is safeguarded adequately. Others consider 
regularity of income to be most important, and so seek an invest- 
ment which is self-sustaining. The purpose for which the funds 
are sought must make possible the payment of a regular income, 
or the financial strength of the borrower must be sufficient to 
assure regular payment. Some investors insist upon the right 
to exercise control over the use of their funds. They purchase 
voting stock and take part, along with others, in the direction 
of the fortunes of the corporations in which they are interested. 
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Other investors desire freedom from care and so may place their 
funds in a savings account, in a trust fund, or in an annuity or 
may purchase government or corporate bonds. In certain cases 
liquidity is an essential item. Thus banks, insurance companies, 
and individuals invest a portion of their funds in readily mar- 
ketable securities instead of in real estate mortgages, since the 
security exchanges usually provide facilities for prompt sale 
without marked loss. Net yield also is a significant factor so 
that tax-exempt investments often are preferred to those subject 
to taxation. Government bonds as a group are exempt from 
certain taxes and are desired for this reason in spite of the lower 
rate of return which they yield. 

Obstacles to Investing. — There are many obstacles to successful 
investing, such as inadequate or unreliable information, market 
and psychological factors, dynamic economics, and the uncer- 
tainties of the future. Further, there are almost innumerable 
types of securities which make the problem more complex. These 
instruments represent nearly 400,000 corporations, nearly 200,000 
governmental units and untold thousands of individual pieces of 
real estate. Then the whole field of investment is subject to 
change. Not only is the credit of many individual corporations, 
municipalities, and other groups of enterprises subject to change, 
but the whole economic system oscillates periodically between 
booms and depressions. 

The individual investor often fails not only because of a lack 
of training and experience but also because of downright careless- 
ness in purchasing securities. A large number of investors lose 
their savings in poor business adventures or in speculation. The 
investor’s desire to “get rich quick” plus his egotism has made 
him gullible and easy prey for clever salesmen and promoters. 
There are a multitude of dangerous appeals to the investor 
against which he should guard. A program of safety and cer- 
tainty should not be sacrificed for one of magic — the lure of big 
gains. To do so may bring temporary luck and one’s funds may 
multiply many fold. Such ventures, however, nearly always 
come to grief in the end. Anything less than sound, conservative 
investing is almost certain to result in financial failure to the 
average investor. 

Media of Investment. — Before the investor makes any kind 
of investment he should have a clear understanding of the 
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media for investing surplus fimds. Because of unfamiliarity 
with investment processes, lack of time, inadequate facilities, or 
no desire to be an investor, the individual may prefer to buy life 
insurance or annuities as the medium for employing his surplus 
funds. He may prefer to place his money in a savings bank, 
turn it over to a trust institution, deposit it with some kind of 
investment association, or have an investment counselor do his 
investing for him. If, however, he wishes to do his own 
investing he has a wide choice of investment media, the lead- 
ing types of which will now be described. 

The principal real estate investment instruments are mort- 
gages, trust deeds, and real estate mortgage bonds. The real 
estate mortgage is a pledge of real property as security for a loan. 
The investor obtains a contract specifying that if the terms of the 
loan are not complied with he can take legal disposition of the 
property. The trust deed is similar to the mortgage. The title 
to the property pledged as security for the loan is transferred to 
a trustee. If the debt is satisfied in full the title is returned to 
the borrower; if the borrower defaults, it is transferred to a pur- 
chaser under a legal sale for satisfaction of the debt. A real 
estate bond is a contract supported by a deed of trust whereby the 
real estate is mortgaged to a trustee for the benefit of all the 
bondholders. 

Government bonds are those issued by civil authorities and 
include those of federal, state, county, city, town, and other tax 
districts. They are based on the general credit of the political 
area; that is, they are secured by the taxing power of a community. 

Municipal bonds may be divided into various classes. The 
principal ones are the “direct and general’' obligations. The 
full faith and credit of the civil division are pledged for the pay- 
ment of principal and interest of these bonds. Special assessment 
bonds are not secured by the full faith and credit of the entire 
community, but are payable only out of assessments levied upon 
property which has been benefited by the specific improvements 
for which the bonds were issued. If the city is required to assume 
these obligations in case of deficits they may be considered 
“generals.” 

Tax-anticipation notes or certijicales are issued against taxes 
levied but uncollected. They are short-term instruments issued 
to finance a community until taxes are collected and are a first 



400 


ECONOMIC PROBLEMS 


claim upon tax revenues. Revenue bonds are obligations issued 
by a civil division to pay for public utilities to be operated by 
the municipality. They are supported from the earnings of these 
properties. 

There is a great variety of corporate bonds (see Chap. V). 
Those secured by a pledge of property are mortgage bonds. There 
are first mortgage or senior bonds and second mortgage or junior 
bonds. First mortgage or senior bonds have a first claim 
upon both the earnings and the property of a corpor- 
ation. Junior or second mortgage bonds make up a wide 
list of issues possessing a great variety of names, some quite 
misleading. These issues have a secondary claim upon corporate 
property and earnings. Collateral trust bonds are secured by the 
pledge of other bonds and stocks which are owned by the corpora- 
tion. Equipment trust certificates are secured by a pledge of 
railroad equipment. Corporate bonds that are not secured 
directly by any specific property, but instead are based upon the 
general credit of the corporation, are termed debenture issues. 
There are also a number of other types of corporate bonds such 
as guaranteed, assumed, adjustment, and so on. 

Preferred stocks represent ownership in a corporation. They 
are like common stocks except for certain preferences or limita- 
tions which they may contain as specified in the charter or by-laws 
of the corporation (see Chap. V). Common stocks represent an 
unrestricted but residual ownership in a corporation; that is, 
they have a prorata interest in the assets and earnings after 
prior claims represented by bonds and preferred stocks have been 
met. Common stocks, although they generally have sole voting 
power and thus control the company, are also subject to the 
highest investment risks. 

General Principles of Investment. — Regardless of whether the 
investor selects mortgages, bonds, or stocks he should buy securi- 
ties which, upon thorough study, promise safety of principal and 
a satisfactory return. We shall now consider some general 
investment principles he should have in mind when selecting 
such securities. 

An investment will not be safe merely because it is secured by 
a mortgage, or has a specific lien, or is safeguarded by some legal 
requirement. It is rarely feasible for the investor to foreclose 
and to sell the property in order to protect himself or to bring 
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legal proceedings to enforce a contract. These factors may be 
of some value but they should not be relied on too greatly for 
protection. When an enterprise defaults on its obligations there 
is an impairment of investment value. Both income and prin- 
cipal are endangered. Investments should be made with chief 
emphasis upon avoidance of loss. 

The safety of an investment is best measured in terms of eco- 
nomic capacity rather than in terms of contracts and liens. Safety 
should be determined on the basis that the security issuer be 
sound and have ample earnings or revenues to cover all of its 
obligations. Moreover, the selection of securities for investment 
should be limited to those enterprises which meet specific quan- 
titative tests and that can do well when business conditions are 
unfavorable as well as favorable. It is under the final test of 
depression that the advantages of good over weak issues appear, 
for at such a time many investments ordinarily maintained are 
lost or severely depreciated. 

Selecting Investments. — In selecting investments of any type, 
the investor should give special consideration to the major influ- 
ences affecting investment values. The economics of a particular 
field of investment or of a given industry must be analyzed if one 
is to have an adequate background for investing. Definite 
investment standards should be set up as guides for choosing 
specific issues. 

United States Government Obligations . — All securities of the 
United States government are regarded as “gilt-edge” invest- 
ments. They are deemed to be amply protected and are the 
most liquid type of investment in existence. The principal 
types of these obligations are: Treasury bonds; Panama Canal 
bonds; Treasury notes, certificates, and bills; and United States 
savings bonds. There also exist a number of securities, such as 
those of the Home Owners’ Loan Corporation, for which the 
faith of the United States is pledged to provide for the payment 
of the interest and principal, but these bonds are not issued 
directly by the federal government. 

State Bonds . — In general, state bonds, which are secured by the 
tax revenues of the states, are accorded a high investment rating. 
It is only natural that there would be a considerable difference in 
investment quality in state bonds. The chief investment appeals 
of these bonds are safety, stability, liquidity, and tax exemption. 
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In selecting state bonds the following are some of the factors 
which should be covered in an analysis: 

Economic resources and taxable wealth of the state. 

Ratio of taxes collected to taxes levied. 

Economic, business, and commercial activities in the state. 

Character, density, and trend of population. 

History and record of debt finances. 

Legal factors. 

Wealth and debt factors. 

Current financial operations. 

Municipal Bonds . — There is a great variety of municipal obli- 
gations which have been issued by more than 100,000 counties, 
cities, school districts, and other political subdivisions of states. 
The aggregate of these bonds exceeds 18 billion dollars. The 
comparatively satisfactory investment record of municipal bonds 
for some decades prior to the depression fostered a feeling of great 
confidence in this type of security. In consequence some inves- 
tors became negligent and failed to give adequate consideration 
to municipal finances. When the depression came many munici- 
palities became unsound financially so that there were a number 
of defaults. Investors lost millions of dollars as a result. While 
the investment losses were relatively smaller than in many other 
fields, they emphasized the need for a critical attitude by proving 
that “municipals” are considerably affected by economic and 
financial disturbances. 

Municipal credit rests largely upon the ability of a political 
unit to levy and to collect taxes with which to pay its obligations. 
Since taxpaying ability is predicated upon various economic fac- 
tors one should consider the economic and business elements 
which are basic to the wealth and development of a community. 
Its geographical location, age and debt record, the nature of the 
tax lien, debt restrictions, budget, and current finances are always 
important considerations. The following are some of the pre- 
requisites of satisfactory municipal bonds : 

1. The bonds should be the direct obligations of the political unit and 
should be secured by the unlimited taxing power of the community. 

2. The community should have ample economic resources, a favorable 
growth trend and substantial wealth upon which to levy taxes. 

3. Population of the area should be a reasonable minimum, say 10,000, 
and should be composed of a solid citizenry. 
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4. The debt record of the municipality shoiiM be satisfactory. (There 
should have been no defaults on obligations, or delays in meeting them of 
more than 120 days, during the preceding 15 years.) 

6. The net debt of the municipality should not be too high. (The net 
debt of places of comparatively small population should not be more than 
5 or 6 percent of the assessed valuation and of larger cities not more than 
10 percent. The assessed valuation should be adjusted to a 100 percent 
basis because some communities assess at 50 to 75 percent of the true 
valuation.) 

6. Tax collections should be satisfactory. (Not less than 80 to 90 percent 
of the taxes should have been collected for the last fiscal year, depending 
upon the stage of the business cycle.) 

7. Current finances should be sound. 

Real Estate Mortgages . — Real estate mortgages have been one 
of the most popular mediums of investment in the United States. 
Their investment standing is traditional. Such investments, 
however, vary greatly in quality and unless they are selected 
carefully the investor may suffer losses. Real estate mortgages 
have a comparatively slow market. They are not liquid and 
therefore the investor cannot easily recover his funds. 

The major factor to be considen d in mortgage investments is 
the value of the land and buildings pledged as security. This 
value is derived from the earning power of the real estate, or 
from its sale value, which is closely related to earnings. Since 
valuation is of paramount importance the investor must analyze 
this factor. Misleading appraisals was one of the main causes 
of collapse in real estate investments during the depression. 
Appraisals sometimes placed artificial values on properties which, 
along with “high-pressure ” sales and promotion methods, resulted 
in mortgage loans in excess of real values. 

Residential valuation may be determined from a consideration 
of the physical characteristics of the property, location factors, 
rental values, tax assessment, sales and listing prices of neighbor- 
hood residential properties, and actual costs. The valuation 
must not reflect a specula (ive situation or abnormal costs. The 
loan should not exceed more than 50 to 60 percent of the con- 
servative value of the property. The debt services should not 
be more than about 75 to 90 percent of the rental value. The 
rental value may be determined on the basis of the typical rental 
being received for similar properties. The life of the mortgage 
should not be more than 60 to 70 percent of the remaining eco- 
nomic life of the building and the loan should be amortized over 
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the life of the mortgage. The investor should also give due con- 
sideration to the borrower. Points to conidder are reputation, 
past record, ability to pay, and prospects for the future. 

Real Estate Bonds. — Real estate bonds as a class have not been 
good investments. Uneconomic financing, excessive valuations 
based on misleading appraisals, abnormal rental estimates, exces- 
sive construction costs, gross errors of judgment, misplaced 
buildings, and other factors have resulted in an unprecedented 
collapse in these bonds. 

Real estate bonds should be a participation in a first mortgage 
on a new apartment house, office building, or good business prop- 
erty. The actual value of the property should exceed the amount 
of the bond issue by 50 percent or more. Average earnings from 
the property for a period of 6 to 8 years should cover interest 
requirements at least twice. Due consideration should be given 
to probable losses through vacancies and declines in rentals. 
Special-use properties such as hotels, theaters, and garages are 
generally not desirable for real estate bonds. They are business 
ventures and should be analyzed as such. 

Practical Real Estate Valuation. — The problem of land- value 
determination in practice is a very complicated one. Several 
different methods may be used in different cases, depending upon 
the information available in each instance. One valuation ana- 
lyst says the theoretically correct method 

proceeds, by discounting, to a calculation of the present value of the net 
returns, the building returns being for finite building lives, and the land 
returns being extended to perpetuity. In the method, the building value 
is so determined that the predicted building return provides both inter- 
est and a return of the capital value over the building life. Rates are 
determined in the market.^ 

In order to approach as closely as possible to this 
ideal, one of three methods ordinarily is used. The income 
method of real estate valuation is based upon known 
income from commercial tenants, or upon estimated income where 
an apportionment of business profits must be made between land 
and chattels or management. When the income method cannot 
be used, the market comparison valuation may be substituted. 

‘ Babcock, F. M.; “The Valuation of Real Estate,” McGraw-Hill Book 
Company, Inc., 1932, p. 165. 
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Thus the only income yield of residential property may be psychic 
in nature. In valuing such real estate an attempt may be made 
to compare it with similar property which has changed hands 
recently. A third method involves valuation on the basis of 
replacement cost, which may be used when no earnings are pro- 
duced by the real estate in a form that permits estimation. 



Fiq. 43. — Growth of South Shore land value per acre, and urban population, in 

Chicago, 1828-1936.1 


Historical Example of Land Values . — In 1920 the urban land 
in cities over 30,000 population in the United States had a value 
of 25 billion dollars or 50 percent of the value of the farm land of 
the nation, but by 1926 farm value had dropped to 37 billion 
dollars while the value of urban land had risen by 100 percent. 

^ Hoyt, Homes: “One Hundred Years of Land Values in Chicago,” 
University of Chicago Press, 1933, p. 306. 
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This great shift of values was due to a double set of causes. 
Farm values depreciated because of the return to agricultural 
pursuits by the belligerent nations, and the increase in value of 
urban land was due to the population growth and general pros- 
perity of American industry. 

The widest range in values is shown by urban land. In 1933, 
urban land values varied from $1,000 to $20,000,000 per acre, and 
cases are known where the range is from $50 to $10,000 a front 
foot within a distance of 200 feet.^ A lot on State Street in the 
Chicago business district sold for $4,030 in 1836 and was valued 
in 1931 at $3,580,447. The growth of land values in the South 
Shore area of Chicago is shown in Fig. 43. 

Corporate Bonds. — Railroads constitute a major industry of the 
nation. They represent an investment of approximately 26 bil- 
lion dollars and have outstanding over 18 billion dollars in securi- 
ties. For many years the railroads have been an important 
factor in our economic system. While there has been considerable 
change in our transportation system within the past few decades, 
railroads still are indispensable to the nation’s economy. 

For decades railroad companies were regarded as the soundest 
corporate investment. They had been comparati\'ely stable, 
showed relatively good earnings, and were rated sound in most 
respects. In recent years, however, there has been a decided 
change. A large decrease in trafl&c, high operating ratio, heavy 
bonded debt, severe competition, and falling rates have seriously 
impaired the financial standing of the railroads. Earnings have 
been at a low ebb. For the period 1931 to 1937, Class I railways 
earned on the average less than 2 percent on their aggregate prop- 
erty investment. For the years 1931-1935 these railroads as 
a group failed to cover their fixed charges. In consequence 
a large amount of railroad securities are in default. In spite 
of the dark picture there are some high-grade railroad issues. 
The investor, however, should select investments only in the 
soundest companies, those able to meet their obligations through- 
out the depression. 

Public utility investments represent the electric light and power, 
telephone, telegraph, gas, water, and electric railway companies. 
There has been a tremendous growth in this industry during the 
last two decades. There is at present a plant investment of over 

^Ibid., p. 2. 
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25 billion dollars in the industry with nearly as much outstand- 
ing in securities. The electric light and power industry has shown 
the most rapid growth in the utility group, followed by the tele- 
phone group. Electric railways are in the poorest position. 
Although there are some notable exceptions, the public utility 
companies as a group have a sound capital structure and a com- 
paratively low operating ratio, i.e., the probortion of gross earn- 
ings required to meet operating expenses and taxes. (Ordinarily, 
the operating ratio should not exceed 60 percent.) They have 
had a favorable trend in operating revenues which has been 
reflected in net earnings. A large number of companies in the 
electric, telephone, and gas industries have shown a good return 
on the invested capital and have amply covered their fixed 
charges. 

The problem of investing in industrial bonds is particularly 
complicated because of the large number of companies and indus- 
tries from which to choose. Each line of industry has its own 
peculiar problems and is subject not only to general economic 
conditions but to the vicissitudes of competition, management, 
price changes, and other factors. A large number of companies 
in this field are subject to extreme fluctuations in profits and 
losses, although some companies have comparatively stable 
earnings. The majority of industrial corporations have no bonds 
in their capital structure or at least only a nominal amount. Of 
some 9 billion dollars of industrial bonds outstanding, only those 
of a few dozen companies with excellent records are gilt-edged. 
Most of these companies are of outstanding importance in their 
respective industries. 

In selecting gilt-edge bonds in the corporate field the investor 
should give careful consideration to the following factors: 

1. Territory . — Public utility companies and railroads should operate in a 
territory which has ample resources, population, and business which afford 
large and growing service demands. 

2. Size . — Size is an important factor since small enterprises as a class 
are more vulnerable than medium-sized or large ones. No set requirements 
regarding the size of a business are sure indicators of the quality of an invest- 
ment. Nevertheless there is good evidence for setting up certain quantita- 
tive standards as guides in bond selection. Thus, the minimum size of a 
business should be approximately as follows: Railroads, 3 to 5 million 
dollars gross revenue; public utilities, 1 to 2 million dollars gross revenue; 
industrial companies, 2 to 4 million dollars gross revenue. 
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8. SeeurUy . — ^The terms set forth in a security should be oarelully 
understood. Such items as lien position, foreclosure provisions, conditions 
affecting interest payments or dividends, protective provisions, priority of 
other securities, and so on, should be analyzed carefully. 

4. Record of Company . — Any investment should be restricted to corpora- 
tions having a fairly long record of successful operation and of financial 
stability. Securities of new companies or of companies which recently have 
had financial difficulties are not recommended. 

5. Earnings . — Undoubtedly earning power is the most important test of 
an investment; it measures the real worth of an enterprise and determines 
the ability to meet its obligations. For public utility, railroad, and indus- 
trial corporations, earnings for a number of years should have averaged well 
in excess of interest requirements. The total fixed charges of utilities 
should be covered one and three-quarters times; railroads two times; 
industrials two to four times. These arc minimum average figures which 
should prevail for a period of from 7 to 10 years. While these standards 
are higher than are usually specified, it is safer to be conservative. 

In a study of the income of a corporation an attempt should be made to 
determine the true earnings figure. There are various devices by which 
earnings may be made to appear either larger or smaller than they really are. 
Thus a critical analysis of the income account should be made. Special 
attention should be given to non-recurring profit and loss items and to 
reserves. 

In calculating how many times interest has been earned on a bond, the 
conservative method of determining a company’s soundness is to calculate 
the number of times that oil interest charges have been earned. A common 
practice pertaining to junior bonds and debenture bonds is to deduct the 
interest for the senior issues and then to show the number of times the 
junior or debenture bond interest has been earned. Such methods are quite 
misleading, for the results derived from calculating interest coverage in this 
manner frequently show that junior bonds or debenture bonds are better 
protected than the senior issues. 

6. Value of Property . — With respect to equipment trust obligations and 
collateral trust bonds, soundness depends largely upon the value of the 
property on which the obligation is secured. Thus in purchasing these 
types of investments, the value of the pledged property should be carefully 
checked to make certain that it is ample. 

7. Stock Equity . — In the case of railroad, public utility, and industrial 
bonds the market value of the preferred and common stocks should equal a 
substantial proportion of the total bonded debt of the enterprise. For a gilt- 
edge bond, conservative investment practice recommends that the market 
value of the preferred and common stocks should equal at least 50 percent 
of the bonded debt for public utilities, 65 percent in the case of railroads, 
and 100 percent in the case of industrials, 

8. Financial Condition . — The financial condition of a company is a matter 
of considerable importance. The current-asset position is of particular 
importance in judging the soundness of an industrial enterprise. It is 
obtained by dividing the total current assets by the total current liabilitiee. 



INVESTMENTS 


409 


The current ratio varies considerably for different lines of business. Many 
of the better industrial corporations have a current ratio of at least 4 to 1. 

Preferred Stocks . — ^The standards so far specified pertain to 
gilt-edge bonds. If one wishes to purchase very high-grade pre- 
ferred stocks, the tests specified above should be more stringent. 
In general, as previously noted, preferred stocks are less sound 
than are bonds and mortgages. They cannot qualify as a high- 
grade investment unless interest charged on bonds (if any) plus 
preferred dividends are covered at least two to four times, depend- 
ing upon the particular type of business. 

Common Stocks . — ^There are many practical difficulties involved 
in choosing common stocks. The investor must be exceedingly 
cautious to avoid the pitfalls surrounding these securities. One 
should approach the problem with the full realization that com- 
mon stocks in general are speculative instruments. In no case 
should they be purchased without first making a thorough anal- 
ysis of the pertinent factors determining their value. The risk 
factor in common stocks makes it imperative to diversify one’s 
portfolio. It is essential, in order to obtain average results, to 
protect one’s self against unforeseeable future developments 
affecting individual commitments. 

A thorough analysis should be made of the income account and 
balance sheet factors of the company whose stock is under con- 
sideration. An individual stock to qualify as a high-grade 
investment must meet rigid investment standards. The com- 
pany must be sound financially. Earnings must be excellent and 
have been maintained over a sufficient period. There are some 
companies that have earned as an average better than 6 percent 
on the stockholders’ equity for the past 10 or 15 years. Select 
only those companies which show substantial true earnings for a 
period of from 5 to 10 years. 

CJommon stock earnings are quoted in newspapers and financial 
reports as so much per share after all expenses, taxes, fixed charges, 
and preferred dividends have been paid. Dividends are what 
the stockholder actually gets. In purchasing common stocks the 
cash-dividend policy is of major concern. The main purpose of 
a corporation from the investment standpoint is to pay dividends. 
Investment should be restricted to those companies with a well- 
established dividend record. There are a number of railroads, 
many more public utility companies, and scores of industrial 
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corporations which have paid a substantial cash dividend over a 
period of years. Many of these companies probably will give 
an excellent account of themselves during the next decade. 

Common stocks must have high intrinsic value to justify them 
as an investment. The price paid for a stock should be governed 
by the earnings, cash dividend, and financial condition. A com- 
mon stock selected from the investment standpoint should receive 
a cash dividend which will yield a larger return on the purchase 
price than can be derived from investing in gilt-edge bonds. 

Common stocks fluctuate widely in price. This factor makes 
the question of “timing” very important in their selection. 
Proper timing will enable the investor to select a portfolio of 
stocks at reasonable prices. There is no definite rule or formula 
as to when stocks should be bought. It is doubtful if the price 
which one should pay for a stock should be more than fifteen 
times true earnings or twenty times the cash dividend as an 
average. 

The Speculative Nature of Stocks . — The speculative nature of 
stocks can hardly be overemphasized. In the short period from 
June 18, 1928, to Sept. 3, 1929, the Dow-Jones’ index of industrial 
common stock prices advanced from 202 to 381, a rise of 179 
points, or nearly 84 percent! In a much shorter period of time, 
from Sept. 3, 1929, to Nov. 13, 1929 — only a little over 2 months 
— the Dow-Jones index fell from 381 to 198, a decline of 182 
points, or nearly 48 percent! The variations in the total market 
value and average prices of all listed stocks on the New York 
Exchange appear in Table 53. Note the tremendous decline in 
total market values from 1930 to 1933 and the recovery to 1937. 
Note, also, that the loss in stock values from 1937 to 1938 was 
greater than in any other year. 

Investment Supervision. — To invest successfully is not an easy 
task. It means the study of many financial and economic prob- 
lems and a choice between scores of different securities repre- 
senting thousands of different business enterprises. Supervision 
of investments requires an answer to the question not only of how 

^ The Dow-Jones index of common stock prices, based upon thirty stocks, 
is printed on the financial page of many newspapers. There is also a Dow- 
Jones index of railroad stocks and one of public utility stocks. The Stand- 
ard Statistics bond price indexes may also be found in many newspapers. 



INVESTMENT^ 


411 


TaBIuB 53. — NtTMBBE OP ShARBB, MaBKKT VaLUBS, and AySBAOK Pbicb op 
Stocks Listed on the New York Stock Exchanob, 1928-1938* 


Year 

(as of Apr. 1) 

Total 

shares listed 

Total 

market values 

Average 

price 

1928 

671,859,779 

*52,371,329,870 

*77.94 

1929 

862,725,570 

69, 770, 122., 189 

80.87 

1930 

1,178,736,324 

76,075,447,459 

64.54 

1931 

1,298,492,276 

53,336,394,495 

41.08 

1932 

1,314,158,762 

24,501,826,280 

18.64 

1933 

1,292,601,719 

19,914,893,399 

15.41 

1934 

1,293,612,894 

36,699,914,685 

28.37 

1935 

1,303,680,865 

30,936,100,491 

23.73 

1936 

1,329,775,654 

51,667,867,515 

38.85 

1937 

1,380,281,474 

62,467,777,302 

45.26 

1938 

1,427,320,146 

31,858,461,871 

22.32 


♦ New York Stock Exchange Bulletin, April, 1938. 


lo do it, but of who shall do it. The investor may carry on his 
own investment work or choose some agency to do it for him. 
The investor will need a great deal of training and experience to 
be his own counsel. The more important agencies which may 
perform this service are: Commercial banks, investment banks, 
New York Stock Exchange firms, investment departments of 
trust companies, and independent investment counselors or super- 
visory services. Some of the independent services providing 
investing assistance, particularly a few in the stock field, are of 
the racket type and their advice may be worse than useless. 

The investment practice of the average investor will be hap- 
hazard and unsatisfactory unless he has clearly defined objec- 
tives. The individual investor should set up a financial program 
which will take care of the financial contingencies that he may 
have to face. Second, the investor should have a predetermined 
investment program to accomplish the financial objectives he 
has set, a program that gives consideration to the degree of risk 
he may assume and the types of securities that are suitable for 
his purpose. Such a program for the average investor comprises 
a reasonable amount of life insurance properly selected, a savings 
reserve fund, and high-grade security investments. The alloca- 
tion of one’s savings to these different fields will depend upon his 
position, needs, and requirements. 
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n. THE SECURITIES MARKETS 

Need for a Continuous Market. — A continuous market is neces- 
sary in order to obtain liquidity of investment. Landowners 
often find it diflBcult to dispose of real estate without considerable 
loss, since the market for property is a discontinuous one in slack 
times. Thus it may be impossible to dispose of land promptly 
at a satisfactory price; the owner may be forced to wait several 
years to find a buyer who desires the property at anything but 
a forced-sale value. The owner of securities, on the other hand, 
usually finds that he may sell on a few minutes’ notice at a price 
established in a market which is practically continuous. The 
price may not be so high as that which he would like to realize, 
but he need not fear inability to find buyers promptly at some 
price. Furthermore, the price in a continuous market usually 
changes by rather small steps; thus if he wishes to dispose of his 
property, the security holder may be able to do so before the price 
decline has become too great. 

“Over-the-counter” Market. — A large proportion of bonds and 
many stocks are bought and sold “over-the-counter” instead of 
on regular security exchanges. The market for these securities 
is made by the dealers who specialize in buying and selling them. 
The supply at a given instant must seek a corresponding demand, 
or vice versa. Thus there may be a marked spread between the 
bid and asked prices for securities. Competition, however, may 
keep prices around a uniform level and the quotation spread 
within narrow limits. Such a market is far from continuous, but 
it is superior to the absence of any market whatever. Shares 
traded on such markets usually lack speculative interest, are of 
limited distribution among stockholders or from companies of 
small capitalization, or are not listed on organized exchanges for 
other reasons. Bonds, and particularly government issues, on 
the other hand, are traded in such markets in large volume. 
Altogether these markets deal in a larger number of issues, and 
handle about the same total volume of transactions, as do the 
organized exchanges. 

The New York Stock Exchange. — The operation of organized 
security markets may be illustrated by an examination of the 
New York Stock Exchange, a voluntary non-profit association 
of stock brokers, which was organized in 1817. The exchange is 
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neither a partnership nor a corporation. The present member- 
ship is limited to 1,375. Membership is transferable on approval 
of the proper committee. The price of a “seat” or membership 
tends to fluctuate in terms of the amount of trading in the market; 
in 1914 a seat sold for as little as $34,000 while seats brought as 
high as $625,000 in 1929, the membership being 1,100 at that 
time. 

The exchange has developed a remarkable mechanism by means 
of which a large volume of transactions may be handled promptly. 
Thus in the October crash in 1929 over 16,400,000 shares changed 
hands in one day. In order to understand the organization which 
handled 1 billion dollars of business in one day, we must examine 
the various types of members, the listing of securities, and the 
mechanics of trading. 

Members of the Exchange . — There are two general types of 
members, active and inactive. Some members, such as the late 
John D. Rockefeller, are never active on the floor of the exchange 
but have other members execute orders at reduced commissions. 
The active members are divided into three classes, brokers, deal- 
ers, and a combination of broker and dealer. Brokers are of two 
types, commission and “two-dollar” brokers. Dealers are clas- 
sified as floor traders and odd-lot men. The third class is 
made up of specialists who combine broker and dealer functions. 

Commission brokers are the members of the exchange with 
whom an investor usually comes in contact. These men execute 
orders to buy or .sell for per.sons not members of the exchange 
and charge a commission for their services. Two-dollar brokers 
operate only on the floor of the exchange. Their chief function 
is to assist commission brokers in the execution of orders; they 
act as agents of other brokers and receive a smaller commission. 

Floor traders are individual speculators who concentrate on the 
stocks that are active at the moment. They seek to make a 
small but quick profit; thus they are in and out of the market at 
frequent intervals and often get out of the market entirely at the 
close of a day’s business. Floor traders do not execute orders for 
customers but operate solely for their own account. The eco- 
nomic function of the floor trader is to eliminate wide fluctua- 
tions in prices from hour to hour and to keep the spread between 
bid and asked prices narrow. They also aid in making the mar- 
ket a continuous one. 
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Spedalists are members who deal in only one or a few stocks. 
They may act as brokers and execute orders for other brokers on a 
commission basis, or they may buy and sell on their own account, 
hoping to make a profit. They stand at one “post” and attempt 
to maJce a continuous and active market for the stock or stocks 
in which they specialize. Their economic function is to keep 
fluctuations in prices small, to keep the spread between bid and 
asked prices small, to keep orders from piling up in the hands of 
other brokers, and to make a continuous market. A continuous 
market is one in which stocks can always be bought and sold on 
a moment’s notice without a marked change in the price. Pro- 
viding a continuous market is the most important economic func- 
tion of the specialist. 

Odd-lot dealers are members of the exchange who deal in less 
than 100-share lots. The unit of trading on the exchange is 
100 shares, and fewer than 100 shares is called an “odd lot.” 
The odd-lot dealers charge one-eighth of a point more, and give 
one-eighth less, than the going price, and it is from this spread 
that they seek to cover expenses and make a profit. The dealer 
may have shares on hand from which to fill orders, or he may 
sell stocks and later buy a block of 100 when his sales reach that 
figure. Thus he is forced to speculate on prices until his purchases 
balance his sales. The odd-lot dealer provides a service to the 
small investor at a price only slightly higher than that paid by 
the large investor. 

Inactive members are those who seldom trade on the floor but 
who use their memberships to reduce the commissions they may 
pay. Business between members is done at rates as low as one- 
tenth those charged non-members. Rates depend upon the value 
of stock as well as upon the quantity. Thus commission brokers 
may receive over $12 for handling a block of 100 shares of stock 
valued at more than $125 per share. 

Security Listing . — Securities may be listed for trading only if 
they meet the requirements of the exchange. No attempt is 
made to guarantee the value of the securities, but they must be 
issued by active corporations, they must be engraved so as to pre- 
vent counterfeiting, they must not be held by too small a group of 
persons, and the issuing corporation must agree to furnish 
certain information periodically. The company must establish 
separate registration and transfer agencies in New York City so 
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that change of ownership may be recorded properly. The 
Securities and Exchange Commission has laid down reasonably 
strict rules regarding listing which have been adopted by the New 
York Stock Exchange. Before a company may list a stock for 
trading it must get the consent of the commission as well as of the 
stock exchange. 

Exchange Transactions . — ^The outright purchase of stock is the 
simplest type of transaction. Suppose Mr. Y decides to buy 100 
shares of ABC common at the market price, which is about $40 
per share. If he lives in St. Louis he presents his order to the 
local broker's office to buy “at the market" or at a certain price. 
The order is wired to the New York office, telephoned to the 
exchange, and given to the partner of the New York firm who has 
a membership and is on the floor. The broker goes to the post 
(portion of the floor) where ABC stock is traded and asks the 
specialist for a price on the stock. The specialist may say 
“39% to 40," which means that he will buy the stock at 39% and 
sell it at 40. If the price is reasonably satisfactory, the broker 
will say “take it" and the transaction is consummated at 40. 
A memorandum is returned, via the New York office, to Mr. Y 
at the St. Louis office. Mr. Y then pays the broker $4,000 plus 
commission, and receives the shares in due course. When the 
transfer of title has been accomplished through the proper agen- 
cies, Mr. Y will receive dividends when they are declared. He is 
the outright owner of the stock and may dispose of it as he wishes. 

Margin Purchase . — If Mr. Y wishes to purchase as many shares 
as possible with the money he has available, he asks the broker 
to advance part of the purchase price and so operates “on 
margin." He must establish his credit with the broker by a 
deposit of securities or cash before the broker will permit margin 
trading, and the amount of trading allowed will be limited by the 
margin requirement. At the present time the margin require- 
ment is 40 percent of the market price, regardless of whether the 
particular stock is selling at a high or a low price. ^ Thus if Mr. 
Y has $4,000 available he may buy 250 shares of ABC stock at 
$40, whereas he could buy only 100 shares outright. 

Since the purchase price of 250 shares is $10,000, Mr. Y’s 
broker must find an additional $6,000. He obtains this sum 
directly from a bank or indirectly from a bank through the loan 

^ Margin accounts under $500 are not permitted by the SEC. 
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desk on the floor of the exchange, and deposits the shares of ABC 
as collateral for the call loan. The loan may be terminated at any 
time on 24 hours’ notice by either the borrower or the lender. 
If the price of the stock should decline very much, the broker will 
demand additional margin to protect his liability on this loan; 
if the margin is not forthcoming, he will sell the stock and deduct 
the loss from the margin which Mr. Y has advanced. 

If the price of the stock rises, Mr. Y may decide to take his 
profit. He orders his broker to sell 250 shares. Suppose the 
price is $60 per share. The broker receives $15,000, of which 
$6,000 plus interest must be returned to .the lender of the call 
money. Mr. Y receives the balance less two commissions and 
the federal and New York state taxes assessed against the seller. 
His profit, therefore, is $5,000 minus these amounts. If he had 
purchased the stock outright for speculation, he could have oper- 
ated with only 100 shares so that his profit would have been $2,000 
minus two commissions and taxes. On the other hand, a sharp 
drop in the price of stocks purchased on margin may result in a 
far greater loss than is possible with outright purchases. 

Short Sale . — A speculator on the “short side ” who believes that 
prices are due for a decline will give an order to his broker to sell 
a particular stock or stocks. Since he does not have these shares 
on hand, t.e., he is “short” of them, the sale is called a “short 
sale.” Not having the shares on hand, his broker is forced to 
borrow them to make delivery to the purchaser. Later, after 
the price has declined, he orders his broker to “buy in ” an equiva- 
lent number of shares and deliver them to the lender of the stock. 
The difference between his sale price and purchase price, less 
commissions and taxes, is his profit. 

The Stock Ticker . — The service which reports the prices of 
transactions on the floor of the exchange is said to have its origin 
in the demand of customers that they have some means of check- 
ing the honesty of brokers’ operations. At present, however, 
the ticker service is important chiefly because it provides immedi- 
ate information of price changes on the floor. Some 10,000 
tickers are in operation in the United States and Canada. The 
transactions reported on the ticker tape are collected on the floor 
of the exchange by official reporters. Whenever a sale is com- 
pleted a note of the stock, amount, and price is dispatched by 
pneumatic tube to the ticker room, where operators then put the 
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infonnation on the wire. A series of symbols an4 abbreviations 
is used for each stock to facilitate handling the great flow of 
business. 

The New York Bond Exchange . — The Bond Exchange is a 
division of the New York Stock Exchange, and is located in a 
separate trading room. It is not referred to as an exchange but 
as “the Bond Crowd.” The Bond Crowd is divided into four 
separate crowds: 

1. The Active or Free Crowd 

2. The “Cabinet” Crowd. 

3. The Foreign Crowd. 

4. The U. S. Government Securities Crowd. 

Bidding and offering in all bonds are in J^ths, except in United 
States government securities, where quotations are in M 2 ds. The 
unit of trading in all bonds is one bond of $1,000 par value — one 
$1,000 bond or two $500 bonds being a good delivery. Bids in 
bonds are made on the basis of percentage of par value. A bid 
of 98, therefore, means 98 percent of $1,000 or $980 (ten times the 
actual bid). Bonds sell at a price “and interest.” This means 
that the buyer pays the price named plus accrued interest from 
the last interest date. If a bond trades “flat,” it is usually in 
default of interest or is an income or adjustment bond. 

Problems 

134. “The investor does not need to invest in several corporations to 
obtain diversity of investments. Companies like General Motors and 
United States Steel in themselves provide a diversified investment. They 
have been formed from many companies and they engage in many lines of 
activity.” Do you agree? Why, or why not? 

136. “The stock market should be abolished. It merely takes money 
from legitimate business. Speculation is wasted effort. It adds not a 
single pair of shoes, ton of steel, or can of beans to the nation’s supply of 
products.” Discuss. 

136. Some investment counselors advise their clients to establish an 
“inflation hedge,” i.e., a combination of investments which would permit 
gains to balance losses in case prices were to double or treble, for example 
(see Chap. IX). Using a combination of life insurance (see Chap. XX), 
bonds, stocks, real estate, and other investments, formulate a plan of 
inflation hedge for an engineer forty years of age, earning $4,500 a year. 
(Make any necessary assumptions, such as amount of savings, home owner- 
ship, living expenses, and so on.) What would probably happen to the 
total value of the investments if prices were to fall 50 percent? 
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187 . Suppose a hundred years ago someone had bought a parcel of land 
for $100 which today is worth $100,000. What has been the total net 
appreciation in the value of the land if deductions be made for: 

o. Compound interest (annual basis) at 4 percent, which might have been 
earned on the money in other investments? 

h. Annual taxes averaging 2 percent of the annual value of $100 appreciat- 
ing at 4 percent compound interest? 

(Make any necessary additional assumptions to complete the calculation.) 

188 . Using the following actual data for five corporations as criteria, 
what factors, in your judgment, determine stock prices? Do they agree 
with the text discussion? 


Corporation 

1 

Market price 
of stock 
(Sept. 1, 1937) 

Annual 

dividend 

(1936) 

Rate of 
return, 
percent 

Charis 

$12 

$ 1.50 

12.5 

Chiysler 

97 

12.00 

12.4 

Kroger 

20 

1.60 

8.0 

General Electric 

48 

1.50 

3.1 

Radio 

10 

0.00 

0.0 
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CHAPTER XX 

RISE AND RISE BEARING 


Everyone is exposed to numerous risks every day of his Kfe. 
Some of these risks are unavoidable, others are assumed by choice. 
Accident, disease, incapacity in old age, and premature death 
are risks associated with human existence. They are personal 
risks, as distinguished from risks to property, such as fire, wind- 
storm damage, and explosion. Other risks are present because 
of one’s possible liability for injury to other persons or damage 
to the property of others. These third-party risks have increased 
greatly in recent years as the automobile and other agencies have 
brought people into closer contact with one another. 

Methods of Reducing Risks. — Risk can be reduced to the 
degree that loss can be prevented. Thus a fireproof building can 
be constructed or an automatic sprinkler system can be placed in 
a building which is not fireproof. Guards may be installed on 
dangerous machinery and steam boilers may be inspected at 
regular intervals to reduce the possibility of explosion. The 
risk of disease can be reduced by the inspection of water and 
milk supplies and by inoculation against typhoid fever, smallpox, 
and other diseases. If a producer is able to secure a contract 
calling for the entire output of his plant or mine for a year in 
advance he is relieved from the risk of a price decline during that 
period. If a principal contractor can sublet part of a contract 
to a subcontractor, he can avoid the risk of a rise in the price of 
materials and labor costs. Manufacturers and farmers alike 
have found that risk can be reduced by diversified production. 
Thus the producer of beekeeping equipment may add candle 
making as a sideline and the grower of com may devote part of 
his land to raising soybeans for commercial uses. 

If 1,000 home owners sign an agreement that each will contri- 
bute $10 to enable any member of the group to replace his home 
in event of total loss by fire, the risk assumed by each would be 
greatly reduced. This is done through the principle of amalgama- 

419 
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tion. If the same group were to form a permanent organization 
and collect premiums in advance of anticipated losses they would 
have, in effect, a mutual insurance company. Many years ago 
individuals (imderwriters), and later groups of individuals organ- 
ized as joint-stock companies, saw the possibilities of specializing 
in risk bearing, and developed the institution of insurance, which 
has come to be the principal device through which risks of many 
kinds can be transferred to others at relatively small cost. 

The Principle of Insurance. — service that is common to all 
forms of insurance is the substitution of a small but certain pay- 
ment for large and uncertain losses. This does not mean that 
all risk of loss from the occurrence of a given event is eliminated, 
but that the financial burden of the possible loss, should it occur, 
would be greatly reduced. It is the uncertainty to an individual 
of the possible occurrence of various events that introduces the 
element of risk. When a sufficient number of individuals are 
considered as a group, the probability of the occurrence is no 
longer uncertain; its probability becomes susceptible of mathe- 
matical measurement owing to the normal frequency distribution 
of cases according to the law of chance (Chap. III). Thus what 
is uncertain for any one individual becomes certain for a suffi- 
ciently large group, and so the cost of the expected losses can be 
apportioned among the members of the group in the form of 
insurance premiums. No one knows which member of the group 
will suffer the loss, but funds are thus available, in the form of 
small contributions from all members, to indemnify the unfortu- 
nate individual for at least a part of the expense of his losses. 

Insurance as a Cost Factor. — People frequently think of insur- 
ance premiums as additional costs of production. Premiums are 
cost items, it is true, but insurance actually reduces the unit 
cost of production in most cases. For example, if corporations 
could not insure their buildings and products against certain 
contingencies, it would be necessary for them to set aside reserves 
for these contingencies greatly in excess of the amounts required 
for insurance premium payments. Moreover, the shifting of 
the protective function to another group of persons represents a 
gain in general efficiency because it is merely an extension of 
specialization and of the division of labor. Finally, insurance 
companies, through their preventive activities, are able to reduce 
certain hazards. In the field of automobile insurance, for exam- 
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pie, headlights, bumpers, locks, and other devices are subject to 
the approval of the underwriters. 

Life Insurance. — ^The principle of loss-sharing by the coopera- 
tion of large numbers can be applied to the use of life insurance. 
The risk insured against is not that a certain loss will occur, but 
that the insured person will die within a particular interval of 
time. The importance of the death risk is seen in the fact that 
at the beginning of 1937 there were over 121 million life insurance 
policies in force in the United States with a total face value of 
over 104 billion dollars. The policies were widely distributed 
among all classes of the population, but the size of the individual 
policies and the amount of insurance carried varied greatly from 
person to person. Thus there were nearly 87 million small indus- 
trial policies, with an average face value of about $225, and some 
34 million ordinary policies with face values ranging from $1,000 
to $100,000 dollars, a few running as high as a million dollars or 
over. There were also about 25,000 master group contracts 
providing life insurance protection for several million employees 
of companies using group insurance plans. 

T3rpes of Life Insurance Policies. — The many varieties of life 
insurance policies offered to the public may be reduced to a few 
basic types. These main types, together with their approximate 
annual cost (non-participating premiums) per thousand at age 
twenty, are shown in Table 54. 

Table 54. — Annual Cost of Basic Types of Life Insurance Policies 


Type 

Annual cost at age 20 

Per thousand 

Index (term = 100) 

Term (10 years) 

$ 8.33 

100.0 

Ordinary (whole) life 

13.90 

166.8 

20-payment life 

22.65 

271.9 

20-year endowment 

42.89 

514.8 


The term policy is the only pure protection contract. Pre- 
miums are paid during the entire 10 years unless death occurs in 
the meantime. If the policy owner is living at the expiration 
of the period, the beneficiary receives nothing nor does the policy 
have cash and loan values. The insured has paid for and 
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received the same type of protection that he obtains in a fire 
insurance policy on his house or in his automobile liability policy. 

An ordinary life policy combines investment with pure protec- 
tion. The purchaser of this type pays premiums until liis death. 
At death the beneficiary receives the face value of the policy. 
When premiums have been paid for a few years, this and the 
following policies have cash and loan values. The 20-paymerU 
life form is merely a modification of the ordinary life policy. The 
difference is that only twenty annual premiums are paid unless 
death occurs meanwhile, after which the insurance company has 
the use of the funds until death necessitates the payment of the 
claim. 

The 20-year endowment policy has the highest premium of the 
four types because the insurance company not only agrees to 
give the beneficiary the face value of the policy, if the insured 
dies at any time within the 20-year period, but also agrees to 
give the face value of the policy to the insured himself if he is 
living at the end of the period. It is the same as asking a taxi 
driver to take you for a ride and to give you a dollar when you 
get there. He can do it by charging you $1.50 — 50 cents for the 
ride, $1 for the gift at the end of the ride. In other words, when 
a person buys endowment insurance he buys two things : protec- 
tion against the financial hazards of death, and an investment. 

Policy Dividends. — The premium rates quoted above are net 
rates; that is, the policies do not participate in the profits of the 
company. Policies issued by the “mutual’' companies, and in 
some cases by stock companies, pay dividends. These dividends 
are paid from a surplus due to excess interest earnings, favorable 
mortality experience, and low operating costs. Participating 
premium rates are usually higher than non-participating rates 
which make possible a return of part of the premium in the form 
of a dividend. Usually the policyholder may draw the dividend 
in cash or apply it as part payment of any premium due; he may 
use it to purchase a paid-up addition to the policy payable at the 
same time as the face of the policy; or he may deposit the divider' d 
with the company and draw interest thereon as on a savings 
bank account. 

Rate of Return on Life Insurance Investment. — ^The pur- 
chaser of life insurance is interested in knowing the rate of return 
he may expect on the “investment” part of his policy. The 
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general method of computing the rate is to eliminate the pro- 
tection” cost and to compute the rate on the balance, as shown 
in Table 55. 


Table 65. — Non-participating Polict, $1,000, Age Twenty 


Item 

lO-year 

term 

10-year 

endowment 

Gross annual premium * 

$8.33 

$ 94.62 

Amount by which the endowment premium exceeds 
the term premium 

86.29 

Cash value at the end of 10 years 

0 

1,000.00 

1,000.00 

Exce^ss of cash value of endowment over term 




Thus $1,000.00/86.29 = $11.58 (excess cash value divided by 
excess premium) . The problem is now one of determining at what 
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Fig. 44. — Comparative investments in life insurance policies. (Face value 

$ 1 , 000 .) 

rate of compound interest $1 per annum will amount to $11.58 
in 10 years. A compound interest table would show the rate to 
be a little less than 2^ percent. The investment element in 
different types of policies, as represented by their cash values, 
may be compared by means of Fig. 44. 

The Purpose of Insurance. — Life insurance is carried by most 
men for one of two reasons. If it is considered as an investment, 
it is carried to provide funds for retirement and old age; if it is 
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considered as pure protection, it is used to provide an immediate 
estate for dependents in case of death before the insured has had 
an opportunity to acquire wealth. No enlightened individual 
should require arguments to convince him of his need for insur- 
ance. Every man should carry some life insurance if he is an 
insurable risk. However, two questions remain to be answered: 
How much insurance should a man carry? What kind of insur- 
ance should be carried? 

The Quantity of Insurance. — If possible, a man should purchase 
enough insurance to enable his family to retain its customary 
standards of living in the event of his untimely death. This 
amount is the same as the sum representing the economic value 
of a man. If a man thirty years of age has a work expectancy 
of 20 years in his particular occupation, and if his average annual 
wage is $2,000, he would be expected to earn about $40,000 in 
the future. His family, however, would not require that sum 
in his absence. Statisticians have estimated that in a family 
of three the father uses about 40 percent of the income. In 
larger families the proportion used by the father is less. In a 
family of five it probably would not be much over 30 percent. 
Thus if the man with a future earning capacity of $40,000 has a 
wife and three children, at least $28,000 may be needed to sup- 
port them at their present standard of living in case of his death. 

Funds should be available at least until the youngest child 
reaches his majority and it would be advisable to provide some 
additional income for the mother. Thus we wish to know the 
amount of insurance necessary to provide at least $1,400 per 
year for 20 years. Roughly, it will require $17,500. If the father 
had been earning $3,000 per year, he would need $26,000 of insur- 
ance to give his family their accustomed standard of living in 
case of his death. The amount of property owned, the ability 
of other members of the family to earn an income, the trend of 
living costs, and other factors modify these estimates of the 
amount of insurance required. As one grows older the need for 
protection, and hence for insurance, declines though it may never 
cease entirely. On the other hand, the young engineer would 
be likely to find that present earnings do not reflect accurately 
the trend of his future income, for he may anticipate a larger 
salary as his experience grows. Thus it might be advisable for 
him to carry more insurance than his present income seems to 
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justify. All these modifying factors can be cared for in a sound 
insurance program. 

The Type of Insurance. — A young engineer may find it very 
difficult to carry $17,500 of life insurance yet he may feel its need 
keenly. The annual cost of this amount of insurance under 
different types of non-participating policies would be approxi- 
mately as follows: 

Annual premium 


Type (age 25) 

Term (10-year) $145 

Ordinary life 267 

20-payment life 419 

20-year endowment 736 


The young man buys insurance primarily for protection; he is 
but little concerned with retirement income and this latter phase 
of insurance will continue to be insignificant to him for a number 
of years. Therefore he should seek to obtain the maximum 
protection at the minimum cost. Clearly, term insurance pro- 
vides the immediate solution of his problem. Twenty years 
later, however, the insured may find that his chief purpose in 
carrying insurance is to provide funds for old age. Term insur- 
ance is quite useless in this respect. In order to establish an 
insurance program that will satisfy these widely divergent pur- 
poses, we must understand two additional aspects of insurance 
policies. 

Conversion, and Cash Surrender Value. — Since insurance policies 
are contracts, one policy may be converted into another only if 
both parties to the contract agree to the change. Anticipating 
requests for conversion, insurance companies sell term insurance 
with the conversion privilege. This fact is very significant for 
the young man, particularly one with young dependents. He* 
may take out all the insurance he can afford to carry in the cheap- 
est form available and he may convert part or all of it into any 
other form at any time during the conversion period, i.e., usually 
7 years on a 10-year contract, without medical examination oi 
other requirements except the requisite change in premium rates. 
Pure protection may be acquired when most needed. It may be 
obtained in the cheapest possible form and may be converted at 
the insured’s pleasure as his earning ability rises from year to 
year. No matter what disease he may contract, or what event 
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otherwise would render him non-insurable, he still may exercise 
the conversion privilege. 

All policies except term insurance build up loan and cash sur- 
render values year by year. The insured may borrow against 
the loan value of his policy, usually at 6 percent, or he may sur- 
render the policy in exchange for the full loan value in cash. It 
is these cash values that were plotted in Fig. 44. They also are 
quite significant for the young man who wishes to design a life 
insurance program. When term insurance is to be converted 
into some other form, the need for protection is not over by any 
means. Though this need for protection is still strong, the alter- 
nate requirement of future income is beginning to appear. These 
two purposes now may be combined. 

The Insurance Program. — Should conversion from term insur- 
ance to some other form be to an ordinary life policy or to an 
investment-type policy, such as a 20-year endowment? Clearly, 
if the need for protection is still great, the conversion should be 
to the policy which gives the greater protection. If the young 
man can afford to pay, for example, $400 per year for insurance 
when he decides to convert his term insurance, he could carry 
about $9,500 of 20-year endowment coverage. If he elects to 
take ordinary life instead, however, he could carry some $23,000 
at the same cost provided, of course, he has at least that much 
term coverage from which to make the conversion. 

If the conversion privilege is exercised at the age of thirty, let 
us say, 20-year endowment insurance could be arranged to mature 
at age forty-five or fifty. ^ If the endowment matures at age 
fifty, the insured, if still living, will receive $9,500. The cash 
surrender value of the $23,000 of ordinary life taken out at age 
thirty, however, would be only about $5,775. If the insured 
were not concerned about a retirement income he might use the 
$9,500 to build a home or to make a business investment. If he 
were concerned about his retirement he might purchase a lump- 

^ The insured may choose whether he will begin the endowment (or 
other) insurance at the conversion date, in which case he pays premiums 
on the basis of the attained age, or whether he will begin the new insurance 
at the date he took out the term policy, in which case he owes the insurance 
company an amount equal to the difference between the premiums paid and 
those required, plus interest. The latter method allows a lower premium 
rate, but requires a lump-sum payment which may be large. 
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sum deferred annuity which, beginning at age sdxty-five, would 
provide him with an annual income of nearly $1,400 as long as 
he lives. Or he might purchase a smaller (about 17 per cent) 
refund annuity which would continue the payments to designated 
beneficiaries in case he died before the total annuity payments 
equaled the principal sum. 

Instead of buying term insurance with the idea of converting 
it later to the more expensive investment insurance, one might 
buy term insurance for the entire period of life during which 
protection is needed and might invest the premium savings in a 
separate account. This investment might take the form of a 
savings bank account, United States bonds, or a deferred annuity, 
all conservative investments with about the same income possi- 
bilities. Table 56 shows the advantages and disadvantages of 
buying term insurance and “investing the difference'’ (Plan A), 
as compared with buying an investment policy alone (Plan B). 
The total annual cost ($23.25) is the same in each plan, but in 
Plan A $12.08 was invested annually in a deferred annuity. 

Table 56 . — Comparison op a Combination Term Expectancy Policy* 
AND A Deferred Annuity with a Retirement Income Policy t at 

Age Sixty-five 

(Age twenty-five: Amount of Insurance $1,000) 






Results at age: 



Kind of policy 

Annual 

premium 

45 

64 

65 


Death 

value 

1 

CashJ 

value 

Death 

value 

CashJ 

value 

Death 

value 

Cashf 

value 

Plan A 

Term expectancy. . 

$11.17 

$1,000 

$ 75 

$1,000 

0 

i 

0 

0 

Deferred annuity . . 

12.08 

310 

310 

897 

$ 897 

$ 940 

$ 940 

Plan A total. . . . 

$23.25 


$ 385 

$1,897 

$ 897 



Plan B 

Retirement income 
at age 65 

$23.25 


$ 398 

$1,330 

1 

$1,330 

$1,377 

$1,377 


* Expires in 38.81 years — the average future lifetime of a person twenty-five years of age 
according to the American Experience Table of Mortality, 
t Policy expires at age sixty-five and retirement income begins. 

t The amount of cash the insured would receive if he “ cashed in” his insurance — accepted 
the money and relieved the insurance company of all further responsibility in the event of his 
death. 
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These accumulations as well as the savings in the retirement 
income policy (Plan B) are expressed as cash values for three 
different years. If one died at age forty-five or sixty-four, or 
at any other age before sixty-five, his dependents would receive 
more under Plan A than under Plan B ; if one desired to take the 
cash value, however. Plan B is preferable to Plan A. 

Regardless of the types of insurance carried, the proceeds of 
insurance policies should be paid in ways which will best serve 
the dependents. Except for purposes of paying funeral expenses, 
retiring a mortgage on the house, and similar needs, cash or 
"lump-sum” payments are not so advisable as monthly or semi- 
monthly installments. The period of time during which these 
payments should continue must be governed by individual needs, 
in some cases for a lifetime. 

Industrial Life Insurance. — Industrial insurance comprises 
about 18 billion dollars of the total life insurance in force in the 
United States. It differs from other insurance in that premiums 
are payable weekly to an agent of the company at the insured’s 
home, and the insurance may be purchased without medical 
examination. The policy provisions in these contracts are more 
restricted than in ordinary j)olicies. Whereas ordinary insurance 
provides cash and loan values at the end of the second or third 
year, such values generally are not available to the industrial 
policyholder until the end of the fifth year. Industrial policies 
cost more than ordinary policies, and compose the weak link in 
the American insurance system. 

Group Life Insurance. — Group insurance is of comparatively 
recent origin and may be defined as the coverage of a number of 
individuals by means of a single “master” policy. The most 
common form is 1-year naiewable term life insurance, though 
accident and health insurance and old-age retirement insurance 
are also sold luider group contracts. A group ordinarily must 
contain at least fifty members and their common employer must 
be responsible for paying the premiums. Sometimes the employer 
pays the entire premium. When, however, the premium is to 
be paid by the employer and employee jointly and the benefits 
of the policy are offered to all eligible employees, at least 75 per- 
cent of such employees must be so insured. 

Group insurance offers distinct advantages to employees. It 
is usually sold without medical examination. If for any reason 



RISK AND RISK BEARING 


429 


the insured worker leaves the employ of the company which has 
covered him with a group insurance plan, he may, within 30 days 
and without medical examination, obtain permanent insurance 
at the premium rate applicable to the age attained at termination 
of service. If employment is temporarily suspended because of 
sickness, layoff, or other similar reasons, the insurance will 
remain in force if the employer continues payment of the pre- 
mium, Even when the employee pays a part of the premium 
cost, group insurance gives protection at very low cost, especially 
to workers who are above forty years of age. 

Disability and Accident Insurance. — ^Life insurance protects 
one’s dependents from poverty and suffering after one’s death, 
but the person who is incapacitated and is therefore unable to 
earn a livelihood also has need of insurance, for the financial 
hardships in such a case may be much worse than those resulting 
from death. He may obtain total disability protection in con- 
junction with his life insurance policy by the payment of an addi- 
tional premium. The disability clause usually provides that in 
case he is totally incapacitated for work for at least six months, 
he may obtain $5 monthly benefits on each $1,000 of his insurance 
coverage. Moreover, he will not be required to pay premiums 
during the period of disability. A type of disability protection 
can also be obtained by the “waiver of premium” provision which 
may be purchased with a life insurance policy. This clause 
provides that premiums will be paid by the insurance company 
if one becomes totally disabled. 

Protection for 'partial disability may be obtained to the best 
advantage through the purchase of an accident policy which, 
however, pays no indemnity for death resulting from natural 
causes. A more complete though more expensive form of pro- 
tection is a non-cancelable accident and health policy which 
indemnifies the insured for loss of time through accident or sick- 
ness. Either form is a valuable and desirable supplement to a 
life insurance policy, for much of the poverty in the United States 
is said to be due to loss of income arising from accident or 
ill-health. 

Fire Insurance. — Fire insurance policies provide for indemni- 
fication for the amount of direct loss or damage by fire, or damage 
by removal of goods from premises endangered by fire, providing 
the loss is not greater than the face value of the policy. The 
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indemnification., however, need not be a cash payment, since 
insurance companies reserve the right to repair or replace the 
damaged articles. Rates depend on many factors, the more 
important of which are location as to state, city, and district, 
type of construction, and moral risk. Thus losses in some states 
are consistently greater than in others, some cotton mills are less 
hazardous than others, and churches as a group are better risks 
than cotton mills as a group. The American fire loss per capita 
was $2.08 in 1934 and had been more than twice that amount in 
1930. 

Fire insurance is dependent upon engineering services in three 
fundamental respects. First, engineers play an important part 
in the work of fire prevention. Second, engineers make the neces- 
sary inspections without which it would be impossible scientifi- 
cally to determine fire insurance premiums. Third, engineers 
give useful service in the adjusting of fire insurance claims, par- 
ticularly where large amounts of expensive machinery and equip- 
ment are involved. 

Automobile Insurance. — In order to obtain complete protec- 
tion an automobile owner should have five types of insurance 
coverage. Personal liability coverage offers indemnity against 
liability for damages because of bodily injury to others arising 
out of the ownership, maintenance, or use of an automobile. 
This coverage also provides that the company will pay the legal 
costs of defending the insured in a liability suit, as well as other 
costs relating to the investigation and settlement of claims. The 
insurance company’s liability generally is limited to $5,000 for 
injuries to or death of any one person, and $10,000 for more than 
one person in any one accident, although larger coverage may be 
obtained at a small additional cost. Property damage liability 
covers the assured’s legal liability for damages because of acci- 
dental injury to property resuUing from the ownership, main- 
tenance, or use of an automobile, subject to conditions specified 
in the policy. Rates for both personal and property coverage 
depend upon the territory in which the car is to be used, the type 
and price class of the car, and the use to which it is put. Collision 
insurance provides indemnity for loss or damage sustained by 
collision of the insured’s car with moving or stationary objects. 
This form of insurance is not widely carried because it is 
expensive and because its absence harms no one but the owner 
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and then to an extent limited by the amount his own car’s 
damage. 

Fire insurance for automobiles introduces no new points. The 
factors involved in the fixing of the premium rate are the con- 
struction of the car, the existence of such protective devices as 
fire extinguishers, and the use that is to be made of the car. 
Theft insurance, usually written by an endorsement on the fire 
insurance form, is designed to cover the loss of property by theft. 
Rates are based upon the territory of operation and upon the 
list price of the car, high rates being charged for the cheaper cars 
because of their greater susceptibility to theft and disposal. 
The ratio of losses to premiums in 1934 for these forms of insur- 
ance w’^as: Liability, 68.7 percent; property damage, 44.5 percent; 
collision, 58.5 percent; and fire and theft, 34.1 percent. 

Hedging. — A means of securing protection against market con- 
tingencies is available in the case of the staple commodities han- 
dled on organized exchanges. Here future trading and hedging 
are common and very important. In future trading, pa3anent 
and delivery are postponed to a future time, for the commodities 
may not even be in existence at the time the contract is made. 
Thus a future contract is an agreement to sell and not a consum- 
mated sale. Many of these contracts may be canceled eventually 
by the settlement of price differences through “clearinghouses,” 
for traders who use future contracts for hedging purposes usu- 
ally do not desire delivery of the commodity involved in the 
agreement. 

Hedging is the practice of entering simultaneously into two 
contracts of ar opposite though corresponding nature. One is 
in the trade or “spot” market, while the other is in the “future” 
or speculative market. The contracts are opposite in nature in 
that one involves a purchase and the other a sale, but they cor- 
respond in regard to the amount of the commodity involved. 
The purpose of hedging is to protect the trade profit arising from 
the performance of manufacturing or marketing functions on the 
part of the hedger. To secure the maximum protection through 
hedging, the existence of a nearly parallel movement in spot and 
future prices must be assumed. This means that the future 
price should exceed the spot price only to the amount of the 
carrjdng charges (expenses of storage, interest, insurance, and 
physical handling of the commodity). Some of the products 
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subject to hedging on organized exchanges are wheat, rye, oats, 
com, rice, hay, flaxseed, cotton, coffee, sugar, grass seed, butter, 
eggs, some pork products, cottonseed oil, tin, copper, spelter, 
zinc, and lead.^ 


Problems 

189 . Explain the general method by which a life insurance company would 
determine the amount of the annual premium a policyholder would have to 
pay for a 30-year endowment policy. 

140 . Examine your own insurance policy or policies. Wliat provision is 
made in case you do not pay your premiums as they come due? Do you 
have any choice in regard to these provisions? If so, how would you deter- 
mine which choice to take? 

141 . Anticipate your probable needs and financial status over the next 
20 years and on this basis work out your own insurance program, i.e., how 
much and what kinds of insurance you will buy, when you will buy it, to 
whom the insurance will be payable, and so on. 

142 . “Every motorist should be required by law to carry automobile 
liability insurance.” Do you agree? Why, or why not? 
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CHAPTER XXI 
THE BUSINESS CYCLE 

The problem of the business cycle is the leading economic 
issue of the day. More people are affected by it, more econo- 
mists and business leaders are studying it, and greater differences 
of opinion are held concerning it, than is true of almost any other 
single problem or group of problems in economics. While other 
economic problems seriously affect only a part of the population, 
or affect the whole population only to a limited degree, the 
problem of the business cycle affects everyone — workers and 
capitalists, storekeepers and farmers, manufacturers and pro- 
fessional groups. No one completely escapes its good or bad 
effects. 

Periodically our economic system presents the spectacle of 
unemployed persons who are able and willing to work but can 
find no jobs; who are anxious to purchase goods but have no 
money. At the same time, idle tools, machinery, and equipment 
of all sorts are waiting to be used. Raw materials and finished 
goods are available or could be produced in large quantities. 
Banks are in a position to extend abundant credit. Curiously 
enough, millions of men, women, and children simultaneously 
are in dire need of the clothing, food, shelter, and other commodi- 
ties that might he made from these materials, with these machines, 
by these unemployed consumers; yet production does not take 
place. 

The extent of the economic loss which results from these recur- 
rent periods of business stagnation is enormous. It is reflected 
not only in loss of wages and income on investments but also — 
what is even worse — in the economic demoralization of people 
in all walks of life. Even when the “will to work” remains, the 
ability to work efficiently often is impaired seriously by the rigors 
of a reduced standard of living necessitated by the loss of employ- 
ment and income. 

What is the nature of these periodic stagnations? Why do 
they occur? Can they be reduced or eliminated, or must they 
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be accepted as one of the inherent evils of our capitalistic sys- 
tem of production? Few more agnificant questions face man- 
kind today. 

Business Fluctuations. — Business seldom runs along an even 
plane but most of the time is fluctuating either upward or down- 
ward. If an index based upon sensitive data is used, such as the 
New York Times Weekly Business Index, the week-to-week 
fluctuations are plainly discernible. If weekly or monthly 
fluctuations are combined for yearly averages, and these in 
turn are plotted over a period of years, long-run trends unfold.’ 
Within the long-run trends and embracing the short-run fluctua- 
tions are wavelike movements of business whose oscillations up 
and down have been found to be sufl&ciently regular to merit the 
designation “cycle,” In reality there is not one cycle, but there 
are many cycles and they are not all sjmchronous. There are 
cycles of prices, production, employment, business failures, and 
many other component parts which together make up the eco- 
nomic cycle or, as it is commonly stated, the business cycle. 

A “Composite” Cycle. — In order to understand the “inner 
working” of cyclical fluctuations, a composite cycle will be 
explained. It is a “normal” cycle, and therefore does not repre- 
sent any one actual situation exactly, though it is built up from 
a series of such occurrences. Business cycles frequently are 
divided into four phases, as shown in Fig. 45. Of these, pros- 
perity and its antithesis, depression, each may continue for a 
considerable period; recovery is of moderate length; and recession 
is ordinarily of but brief duration. In the present industrial 
system, it is very significant that each phase of the cycle is just 
as normal as is any other phase. 

Prosperity (A to B ). — The terms “prosperity” and “good 
business ’ ’ are synonymous f or most people. Good business means 
high profits. It is the factors which lead to business profits 
that characterize the prosperity phase of the business cycle. 
Profits may result from an increased volume of business, rising 
prices, falling costs, or some combination of the three. In the 
prosperity phase, the volume of business expands and the prices 
of finished goods and of raw materials rise. Costs seldom fall, 
but usually they do not rise so fast as prices in the early phase of 
prosperity. This slower rise results in a temporary increase in 

^ Cf. Wholesale price index, p. 161 . 
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loofits. Ck»tB tend to lag behind prices for a nuipaber of reasons. 
Bank credit is abundant and credit policies are “easy;” wages 
are slow to change, since there are unemployed persons who must 
be put back to work before the supply of labor becomes short 
in relation to the increased demand for it; many companies stock 
up on raw materials at low prices during the depression and early 
recovery period and hence are able to show inventory profits as 
well as manufacturing profits. The increased profitableness of 
business induces businessmen to expand their plants. In so 
doing they stimulate the capital-goods industries and put more 



people back to work. These workers now have more money to 
spend and tend to make business even better. The result is a 
spiral of rising prices and increasing business activity, with costs 
lagging behind. 

Crisis and Recession {B to C). — Any factor or factors which 
give the businessman grounds for believing that his profits will 
be reduced tend to make him more cautious and may lead him 
to contract his output. The high profits of the early prosperity 
phase are due in part to the discrepancy between costs and prices. 
When costs begin to move up, profits are diminished somewhat. 
Wages increase as the unemployed go back to work and the sup- 
ply of labor in some lines becomes short relative to the demand for 
it. Interest rates rise when the banks have expanded credit to 
the point where excess reserves are low. Prices of raw materials 
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also rise. During the prosperity period labor sometimes becomes 
less efficient and management becomes careless. Jobs are easy 
to get and profits easy to make. All these factors tend to reduce 
the spread between costs and prices and so reduce profits. In 
certain cases goods cannot be sold at prices which will cover 
their costs and yield a profit. Production is curtailed in these 
firms. The fact that production is curtailed means that the 
expenditures for wages and materials are reduced. The incomes 
of some wage earners and raw-material producers fall and they 
are able to buy less. The whole tendency to reduce the volume of 
production brings with it a reduction in purchasing power of 
consumers and tends to start the spiral of reduced prices, reduced 
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Fio. 46. — Percentage of total number of concerns in business failing annually in 

the United States, 1901-1936.^ 

employment, and reduced output. The actual crisis, such as 
the stock-market crash of 1929, may be the result of a crash in 
prices built up on speculation. The very fact of speculation, 
however, indicates the existence of conditions which could not 
be maintained indefinitely. 

Depression (C to D ). — During the period of depression the 
readjustments begun during the crisis period are continued, but 
usually at a slower rate. Prices and costs continue to fall, 
credit is “tight” because of uncertainty regarding the future, 
unemployment is widespread, plants close down or operate on 
part time, and business in general is slow. During this period the 
maladjustments between costs and prices which occurred during 
the prosperity phase must be eliminated and a new balance 

‘ “Statistical Abstract of the United States,” 1937, p. 291. (Last three 
years include only commercial failures.) 
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attained. This step is accomplished by reducpg prices of fin-r 
ished goods, inventory values, wages and salaries, and interest 
charges. Even after these costs are reduced there are still 
obstacles to recovery. Interest rates, for example, may be 
quite low but the credit tests for borrowing may be higher than 
before, with the result that loan expansion proceeds slowly. 
Top-heavy capital structures may be written down to bring 
prices and costs into adjustment, but this takes time and may 
not be done until it is forced by bankruptcy. All these changes 
are painful and prolonged, but necessary for recovery. When a 
new balance between prices and costs is attained, the way is 
clear for a revival of business if only the necessary stimulus be 
forthcoming. 

Recovery (D to E). — What furnishes the necessary stimulus for 
recovery is a matter of uncertainty. The stimulus may be due 
in part to the fact that people feel the system is “sound” once 
again and are confident that it can go ahead for a while — the 
psychology of both buyers and sellers changes. Buyers no 
longer feel prices will fall, so they do not delay less urgent pur- 
chases any longer. Sellers no longer feel costs and prices will 
fall, and so they are willing to accumulate stocks in anticipation 
of demand. This change in psychology releases a consider- 
able demand for goods. During the depression period people 
I postpone a great many expenditures for durable goods, such as 
repairs on houses, new houses to take care of the increase in 
population, necessary clothing and house furnishing, and replace- 
ment of automobiles and electrical appliances. Once the future 
seems reasonably certain, this demand for replacement and 
expansion becomes effective and people start to buy again. 

A second factor which may stimulate business revival is some 
unforeseen event such as a major war or large-scale crop failures 
in other parts of the world, A third way in which business may 
be revived is through the development of a new industry. The 
railroads after the depression of the seventies and the motor 
industry after 1920 provided much of the necessary stimulus for 
business. 

In recent years, increasing emphasis has been given to the role 
of the government in stimulating business revival. A great 
deal of the current writing on the business cycle emphasizes the 
need for government spending as a means of “priming the pump.” 
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The source of the funds to be expended by the government has a 
vital relation to the effectiveness of the program. If the funds 
result from higher taxes, new purchasing power is not created 
and no “priming” may occur. If the printing press is used to 
create new money, the experiment may become subject to the 
very real danger of runaway inflation. If the funds result from 
an increase in the national debt when the government borrows 
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Fiq. 47. — Business actiAuty in the United States, 1881-1938. 


from the banks — as was the case in 1933—1937 — the circular flow 
of money may not be increased materially since the funds, when 
expended, may come to rest again in the banking system, thus 
requiring an ever-increasing national debt to prevent the pump 
from running dry entirely. 

The Composite Cycle Compared with Actual Cycles. — Three 
main points of difference may be noted when the composite cycle 
is compared with actual cycles during more than a half century 
of business fluctuations in the United States. Figure 47 pre- 
sents a chart of wholesale prices and of business cycles in the 
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United States from 1881 to 1938, based upon an index of “general 
buMness activity compared with normal operation.” 

The time elapsing between the occurrence of a given stage in 
one cycle and the recurrence of the same stage in the next cycle 
is subject to great variation. Four years has been estimated as 
about the average length of a cycle, though individual cycles 
have varied from 1 to 9 years in length. Prosperity tends to 
last longer than depression when wholesale prices evidence a 
rising secular trend and vice versa, while the very long cycles 
have been due to the prolongation more of depression than of 
prosperity. 

Various lines of business are affected differently by cyclical 
fluctuations. Generally speaking, the durable goods industries 
suffer a far greater curtailment than the non-durable goods indus- 
tries. ‘ In the 1929-1932 decline, for example, the index of pro- 
duction in the iron and steel industry made a much greater 


Tablx) 57. — Indboc of Prodtjction in Selected Manufactukino Gbottps 
(Monthly aeries adjusted for seasonal variations, 1923-1925 = 100)* 


Year 

All 

industries 

Petroleum 

refining 

Tobacco 

products 

Construc- 

tion 

contracts 
(value) j 

Iron and 
steel 

1929 

119 

■■ 

134 

117 

130 

1930 

95 

BH 

131 

92 

94 

1931 

80 


123 

63 

60 

1932 

63 

140 

111 

28 

31 

1933 

76 

145 

116 

25 

53 


* Twentieth Annual Report, The Federal Reserve Board, p. 242» 


drop, than in the tobacco-products industry, and construction 
contracts awarded fell off much more than production in the 
petroleum-refining industry. 

In the decline beginning in the spring of 1937, the index of iron 
and steel production dropped from 134 in May to 49 in December 
of that year; the index of tobacco-products production increased 
from 155 in May to 170 in December of 1937. Construction 
awards, stimulated by government-initiated projects, fell off 

* Cf. Chap. XXIV for unemployment in the durable and non-durable 
goods industries. 
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much less rapidly than in the preceding decline, the index num- 
ber diminishing from 68 in May to 49 in December, 1937. 

The cycles themselves differ in intensity not only between dif- 
ferent parts of the country but also between different groups of 
persons. Cycles may start in financial centers or in agricultural 
regions; they may affect the stock market or the nation as a 
whole. Thus the cycle of 1900-1904 contained the peculiar 
“rich man’s panic” of 1903, which affected the financial circles 
severely but seemingly passed over business of other sorts. On 
the other hand, the cycle of 1904-1908 answers very well to 
the generalized conception of cyclical movements presented 
above. Business made a fine recovery from 1904 to 1905, main- 
tained a high pitch of prosperity for about 2 years, passed through 
a severe crisis and recession in 1907, and plunged mto a new 
depression in 1908. 

Theories of the Business Cycle. — A wide range of theories has 
been put forward in the attempt to explain business cycles. 
Many of them seek to confine the cause of these fluctuations to 
a single item and thus are guilty of oversimplification, for the 
problem is a highly complex one. Business cycle theories may 
be classified as follows for the sake of simplicity: 

A. Those based upon physical processes: theories in which weather 
changes and other non-business factors are basic. 

B. Those based upon psychological processes: theories in which recurring 
waves of optimism and pessimism are basic. 

C. Those based upon institutional processes: theories in which cycles 
arise from: 

1. The jerky nature of general social progress. 

2. The lack of equilibrium in the process of disbursing and spending 
incomes and of producing goods at a profit. 

3. The lack of equilibrium in the process of producing and consuming the 
goods themselves, rather than the incomes and expenditures involved. 

4. The lack of equilibrium in the process of consuming, saving, and 
investing capital in new construction. 

5. The financial processes of our banking system, such as the overextension 
of credit in prosperous periods and severe curtailment of credit in 
periods of recession. 

Although the individual theories listed above under the general 
head of institutional processes have been advanced as separate 
explanations of the business cycle, most economists now believe 
that each is a partial explanation, but that no one alone offers a 
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true picture of the business cycle. The theory which attributes 
the cycle to the jerky nature of social progress explains in part the 
emergence from the depression of the seventies and the depression 
of the early twenties. The development of the railroads in the 
first case, and of the automobile in the second, were not followed 
in regular order by industries which could carry on when the 
market had been fairly well satiated. The result was a depres- 
sion. This explanation is true in part but is far from complete. 

The remaining four theories, which relate to a lack of equilib- 
rium in the processes of disbursing and spending incomes and of 
producing goods, receive the most attention at the present time. 
On the spending side, the economic system should function with 
considerable stability so long as all consumers’ income is spent 
for goods and services and all producers’ income is spent for the 
services of the factors of production. If there is a considerable 
lag, however, between the time consumers receive income and 
the time they spend it for consumers’ goods, the equilibrium may 
be upset and forces set in motion which bring on depression. 
Similarly, a lag in the disbursement of funds by producers may 
lead to depression. 

The theory that the cycle results from a lack of equilibrium 
in the process of producing and consuming the goods themselves, 
rather than the incomes and expenditures involved, is what is 
commonly known as the overproduction theory. This theory 
does not hold that there is overproduction of all goods, but only 
of certain goods. Through errors in judgment and inability to 
predict demand, certain industries expand too rapidly and as a 
result are unable to sell their output at prices which will cover 
costs and yield a profit. Therefore they are forced to retrench, 
and thus initiate a depression. Presumably this situation exists 
because the other industries did not expand enough so that 
balance could be maintained. 

The assumption that the cycle results from lack of equilibrium 
in the processes of consuming, saving, and investing capital in 
new construction is connected rather closely with the two pre- 
ceding theories. According to this explanation, funds are 
accumulated during the latter part of the recovery period and 
the early part of prosperity. These funds are invested in capital 
goods for the expansion of output. During the first period of 
construction of capital goods, prices rise still higher because the 
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workers in the capital-goods industries have more money to 
spend. The result is an increased demand for consumere’ goods 
and a further expansion of production. Ev^itually, however, 
more goods come on the market than can be absorbed at prices 
which cover costs and 3deld a profit. The result is a decline in 
prices, in production, and in employment. 

According to the last theory, the cycle is attributable to the 
financial processes of our banking system. During the recovery 
period and early part of prosperity, excess bank reserves are large 
and credit is easy to obtain. Production is abnormally stimu- 
lated through the resulting high prices. Prosperity can con- 
tinue as long as the supply of credit can be increased. Credit 
can be expanded only to the limit of reserves, however. When 
this limit is reached, the expansion of business must stop because 
further funds are not available. The result is a period of liquida- 
tion and unemployment. Wlien a new adjustment between 
costs and prices again is reached, business will be ready to expand 
once more. During the period of liquidation and adjustment, 
businessmen pay back their loans and the banks again acquire 
excess reserves with which to finance a new boom. 

All these theories contain some measure of truth, but no one 
alone adequately explains the business cycle. Many writers on 
the business cycle now are attempting to combine several of 
these theories so as to obtain an explanation which is more in 
accord with the facts and which will permit better analysis of 
measures designed to alleviate the severity of the cycle. In this 
approach, the psychological aspects of the cycle problem are 
receiving increasing attention. It is coming to be recognized 
that business activity, to some extent at least, is a function of 
the state of mind of businessmen. If businessmen feel opti- 
mistic, they expand production; but if they feel pessimistic, 
they contract production and are cautious in making commit- 
ments, particularly in respect to new investments. As was 
pointed out in the discussion of the phases of the business cycle, 
and especially with regard to the recovery phase, a feeling of 
confidence in the future leads to a revival of demand. This 
feeling of confidence, however, is not a random occurrence, but 
is a result of a belief that costs and prices are again in balance 
and that the general business situation is sound. If this belief is 
shared by the purchasers of securities on the organized exchanges, 
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the resulting buying of securities will raise th^ market and still 
further bolster public confidence. On the other hand, a sharp 
decline in security prices, whether Justified or not by fundamental 
economic conditions, may encourage the downward trend of the 
cycle or delay its recovery. 

International Aspects of Business Cycles. — ^An additional vari- 
able, which further complicates the cycle problem, is to be found 
in the fact that no country is isolated from the rest of the world. 
The marked degree of similarity in the business fluctuations of 
many countries indicates that there is a tendency toward the 
synchronization of the various phases of business cycles in dif- 
ferent nations. Thus, as may be seen in Table 58, the low poin4 

Table 68. — Index Numbers op Industrial Production in Leading 

Countries* 


Year 

United States 

Great Britain 
and Northern 
Ireland 

Canada 

Germany 

France 

Italy 

1928 

93.3 

94.4 

92.5 

98.6 

91.0 

91.6 

1929 

100.0 

100.0 

100.0 

100.0 


100.0 

1930 

80.7 

92.3 

84.8 

85.9 


91.9 

1931 

68.1 

83.8 

71.0 

67.6 

88.9 

77.6 

1932 

53.8 

83.5 

58.1 

53.3 

68.8 

66.9 

1933 

63.9 

88.2 

60.3 

60.7 

76.7 

73.7 

1934 

66.4 

98.8 

73.5 

79.8 

71.0 

80.9 

1935 

75.6 

105.7 

81.3 

94.0 

67.4 

91.8 

1936 

88.1 

116.1 

89.8 

106.3 

70.6 

1 


♦“Yearbook of Labour Statistics,” International Labour Office, Geneva, Switzerland, 
1937. p. 217. 


in industrial production in six leading countries of the world in 
each case was reached in 1932. 

The degree of similarity, however, depends upon several fac- 
tors. Thus the closest relationship is found in those industries 
whose products are sold in well-organized international markets, 
such as agricultural commodities and st^el products. Industries 
enjoying local or domestic markets, on the other hand, are less 
sensitive to international movements of this nature, though they 
are likely, sooner or later, to feel the cyclical effects in any case. 

The degree of international synchronization also depends upon 
the severity of the cycle and the stage of industriaUzation attained 
by various countries. Nations whose industries are primarily 
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agricultural occasionally show fluctuations that are quite out of 
line with those experienced by the more highly industrialized 
groups. Finally, business cycles are likely to extend to a number 
of different nations if the fluctuations owe their origin, in whole 
or in large part, to international disturbances such as wars, 
higher tariff boundaries, shortage of gold supply, and so forth. 
Not only do each of the countries involved experience similar 
influences, but international trade is a carrier of good or bad 
business conditions as well as of commodities. Thus the inter- 
national aspects of business, as well as the purely domestic 
phases, must be taken into account in any proposed solution 
for the business cycle problem. 

Cycle Theories Related to the 1930 Depression. — Some light 
may be thrown on the theories just discussed, particularly with 
reference to those dealing with overproduction, underconsump- 
tion, and capital formation, if the findings of a 3-year inquiry 
into the depression of 1930 are noted briefly.^ Although this 
study did not reach a definite answer to the problem of the 
business cycle, and in spite of the fact that its conclusions have 
been criticized severely, it represented an earnest attempt to 
analyze the problem currently and it has clarified some of the 
points at issue. In the first place, only about 80 percent of our 
productive capacity as a nation has been utilized on the average 
even in the years of greatest prosperity. Thus poverty and low 
living standards, depression and unemployment, cannot be 
attributed solely to the lack of ability to produce goods. As a 
nation we have not been living beyond our means and the depres- 
sion was not the result of inadequate productive facilities. 

We may ask, in the second place, why 20 percent of our pro- 
ductive capacity is unutilized. Can it be that consumers as a 
whole have all the goods they want, and that our industrial sys- 
tem is overbuilt? This question clearly must be answered with 
an emphatic negative. Indeed the possibilities for the further 
expansion of industrial output should be tremendous, for 70 
percent of the population in our most prosperous year was com- 
posed of families whose incomes were less than $2,500 per annum. 
Such families spend almost all of their incomes for necessities and 

‘Brookings Institution, Washington, D.C., “America’s Capacity to 
Produce,” 1934; “America’s Capacity to Consume,” 1934; “The Formation 
of Capital,” 1935; and “Income and Economic Progress,” 1935. 
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SO provide a vast potential market for comforts and luxuries of 
all sorts. If these families were to be supplied with the goods 
which government agencies consider essential to a “reasonable 
standard of living,” it would be necessary to provide an increase 
in physical production of 75 percent above the 1929 level. 
America’s capacity to consume goods does not limit production 
and was not the cause of the depression of 1930. 

The limiting factor which prevents consumers from taking a 
much larger quantity of goods off the market each year is the 
connecting link between production and consumption. This 
limiting factor is purchasing power. The inequality in the dis- 
tribution of income, and the problem of the formation of new 
capital, are intimately related to the purchasing power available 
for consumption goods. Two-thirds of the 15 billion dollars of 
savings made in 1929 came from the 2.3 percent of the popula- 
tion whose incomes were over $10,000 a year. Since most of 
these individuals could not spend the whole of their incomes for 
goods, they were forced to invest the remainder. This investment 
does not in effect return the savings to other consumers fast 
enough to prevent a chronic inadequacy of consumer purchasing 
power for finished goods. Hence, if we are to raise the living 
standards of three-quarters of our population, and if we are to 
mitigate business cycles, we must permit consumers to buy con- 
tinuously a much greater quantity of goods than at present. 
Engineers can care for most of the problems of production; con- 
sumers’ wants are adequate to absorb the goods which could be 
turned out; but a solution must be found for the problem of 
inadequate purchasing power. 

In the light of this conclusion some of the proposals suggested 
as cures for depression must be discarded. The curtailment of 
output characteristic of certain parts of the New Deal seems ill- 
advised as a long-run solution, for this policy tends to freeze pro- 
duction and living standards at existing levels. Limitation of 
hours for labor may be undesirable at present for the same 
reason. ‘ ‘ Share- the- wealth ” programs do not offer a solution, for 
most of the national wealth represents values placed upon prop- 
erty which cannot be shared to advantage. Furthermore, an 
equal division of the income from this wealth would provide each 
person with only about $670 a year, whereas the solution we are 
seeking is a means of enlarging this income materially. Thus the 
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total national income must be increased so that everyone can 
have a larger quantity of goods and services. 

The total national income can be increased materially only if 
production is enlarged. Enlarged production, in a capitalistic 
^stem, must be profitable and so requires an increase in con- 
. Burners' purchasing power. Two methods of enlarging purchas- 
ing power are available, namely, higher wages or lower prices. 
Either one might prove to be profitable to businessmen if the 
scale of production were increased sufiicientiy so that a smaller 
per-unit profit would yield a larger total net profit. The method 
of higher wages is undesirable for two reasons. It runs counter 
to the competitive forces in our economic system, for any one 
producer by cutting wages may obtain a differential advantage 
in the short run which would prevent all producers from raising 
wages together. Furthermore, the method is a poor one because 
it does not affect all persons equally. Farmers and “white- 
collar” workers would be unable to gain from it, and unorganized 
labor generally might gain less than unionized workers. 

The method of enhancing purchasing power through lower 
prices affects all consumers alike, and it is theoretically consistent 
with a competitive economic system. This solution also has 
certain weaknesses, however. Not all producers would be 
affected alike by price reductions. The proportion of expenses 
which are fixed, and the tendency to increasing or decreasing 
cost, would produce divergent effects. Moreover, capitalism 
strives earnestly to avoid the effects of the very force, namely 
competition, which might permit it to sustain its own markets. 
Free competition cannot be characteristic of all industry today, 
and any practical attempt to secure larger purchasing power 
through lower prices may be abortive. Two general possibilities 
remain. One is to attempt to enforce desirable modifications 
through government regulation, and the other is to attempt to 
change the economic system from capitalism to some other form. 
These possibilities will be discussed in succeeding chapters. 

Other Remedial Measures. — Most writers who advance a par- 
ticular cause for the business cycle usually propose a remedy 
designed to remove or at least to modify that cause. Inasmuch 
as no one theory satisfactorily explains the causes of the business 
cycle, it is unlikely that any one measure will remedy it com- 
pletely. This does not mean, however, that we should not apply 
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any remedial measures. Some measures may mitigate the 
severity of the cycle, and this effect is to be desired. 

Remedies for the business cycle are all too apt to be confined 
to the depression phase. Control of the cycle, to the extent that 
control can be exercised, should begin when business is good. 
As was pointed out in the discussion of the prosperity phase, it is 
during the period of “good business” that the maladjustments 
which lead to depression creep in. If the severity of the depres- 
sion is to be mitigated, these maladjustments must be kept as 
small as possible. 

After a depression begins, there is the task of “easing” the 
burden upon those who are most severely affected. If reM 
recovery is to come about, the necessary adjustment between 
costs and prices must be made during the depression. • Prior to 
the last depression, the tendency was for the government to 
let the depression run its course to “purge” the economic sys- 
tem of the ills contracted during prosperity. This step is desir- 
able if the economic system can withstand the strains engendered. 
With the increasing interdependence of people and industries, 
however, this “natural cure” is apt to be more than the system 
can stand. As a result, many measures have been inaugurated to 
make the burden of the depression less severe upon certain 
groups. Thus the government has provided relief funds for the 
needy, has created work, has extended credit to farmers who 
were about to lose their property through the foreclosure of 
mortgages, and has made loans to businesses, large and small, 
which were in need of funds. 

However helpful the alleviative measures may be to those who 
receive their benefits, the long-run effects upon the people as a 
whole may be harmful. Efforts to “ease” the depression may 
merely prolong it or tend to transfer it to a later time with even 
worse results. Every humane person recognizes the necessity of 
feeding the hungry and of caring for the genuinely needy. These 
are obligations which governments cannot escape. But the 
wisdom of greatly increasing public expenditures, in ways which 
increase public debts, beyond that required for these necessary 
expenditures is open to question. 

Problems 

148. Could there be a business depression in a barter economy? A 
handicraft economy? Why? 
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144 . ‘‘People talk a great deal about overproduction but in reality it is 
underconsumption that is bothering us. People must be persuaded to 
consume more goods.” Do you agree? Why? 

146 . The Hold Company is producing electric refrigerators at a cost of 
$160 and selling them for $200. If its monthly output is 6,000 units, com- 
pute its annual sales receipts, costs, and profits. Is the amount paid out 
(as cost) sufficient to purchase all the refrigerators? If not, who will 
provide the needed purchasing power? Explain. 

146 . o. Is it advisable to pursue a federal “pump-priming” program which 
costs 5 billion dollars and adds 10 billion dollars a year to the national 
income for 3 years? 

6. What factors should be considered in analyzing this problem? 

c. To what extent can the effects (desirable or undesirable) of “pump 
priming” be measured? 

147 . “In a ‘boom’ period, costs creep up on selling prices, profits are 
reduced and eventually a downward movement begins.” Account (in 
at least four ways) for the narrowing margin between costs and selling 
prices during the “boom” period. 

148 . Is there any relation between the size of the federal debt and the 
number and severity of depressions? (See Chap. XXV for the federal 
debt.) 
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CHAPTER XXII 


LABOR RELATIONS 

Labor relations are established whenever one person begins to 
work for another. Irrespective of the nature of the work it is 
necessary for the parties involved to reach, sooner or later, an 
understanding about such basic requirements of employment m 
the amount of wages to be paid, the number of hours to be worked, 
and the manner in which the work is to be performed. The 
arrangements may be quite simple, yet the possibilities for fric- 
tion may be many. It can hardly be otherwise. The job may be 
fatiguing and uninviting. Many jobs in modern industry are 
monotonous, impersonal, and insecure. In the important mat- 
ter of wages there is apt to be a conflict of interest, based upon 
the simple proposition that wages constitute a cost to the employer 
and an income to the worker. Then, too, there is always the 
human element in the problem. When one buys lumber or gaso- 
line, for example, he is usually concerned only with its price and 
quality, but when one buys labor he cannot separate the labor 
from the person of the laborer. 

Labor’s Objectives. — To many persons the so-called labor 
problem is merely a matter of wages. Undoubtedly the age-old 
question of how the product of industry should be divided, the 
“distribution” problem, as the economist calls it, is and prob- 
ably will remain the most controversial issue between employers 
and workers. With the passing of time, however, some of the 
emphasis has shifted from the relative size of the shares as such 
to the broader, underlying issues relating to their determination. 
The right to organize, to bargain collectively through repre- 
sentatives of their own choosing, to have a contract with the 
employer specifying wages, hours, conditions of employment, and 
methods for settling grievances and disputes, represent some 
of labor’s evolving objectives. Except in those industries where 
wages are still very low, labor’s struggle is not a “bread-and- 
butter” matter but a constant and inevitable drive for improved 
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status in the social system, a movement which is becoming 
increasingly political in its outlook. 

Whether the rank and file of workers, even among those who 
belong to unions, can understand or are interested in the ulti- 
mate objectives of some of the labor leaders is questionable. 
Many workers want immediate and tangible results. If the 
leaders can persuade them that joining a union and then strik- 
ing for its recognition, if necessary, are prerequisites to obtaining 
higher wages and better working conditions they will fight 
strenuously for those objectives. In time, the long-run argu- 
ment for improved status will impress some workers and they 
will, if necessary, forego present gains for long-run advancement. 
But the fact that labor leaders sometimes attempt to obtain the 
checkoff, a device by which the employer deducts union dues 
from wages and transfers them to the union, suggests that not 
all workers who consent to join the union believe that member- 
ship therein is of sufficient value to pay dues voluntarily. 

The Background of Industrial Conflict. — The fact that workers 
temporarily may be satisfied with the amount of wages they 
receive and the number of hours they work does not preclude 
industrial conflict, as was evidenced in the bitterly fought ‘Tittle 
steel” strike in 1937; nor does a demand for union recognition 
when wages are not the primary consideration necessarily lead 
to open strife, as was evidenced by the “big steel” agreement 
with the SWOC (Steel Workers Organizing Committee) earlier 
in the same year. Industrial conflicts arise out of certain com- 
binations of circumstances or conditions associated with the 
way industry is being conducted, the psychological basis of 
human behavior and, as we shall see a little later, with general 
economic conditions. Legislation and court decisions by defining, 
increasing, or decreasing the powers, rights, and obligations of 
either employers or employees also may lead to an increase in 
the number and seriousness of industrial disputes. 

Capitalism and the Wage Earner. — The twentieth-century 
worker finds himself in the midst of a type of economic organiza- 
tion which has been called the capitalistic system. It is a system 
of production based largely upon power-driven machinery; one 
that demands a huge money investment, not merely to buy the 
expensive machinery and equipment, but to finance the making, 
storing, and selling of goods in the roundabout methods employed. 
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This type of economic organisation depends up^ the presence of 
a capit^t class with sufficient financial resources to build and 
to equip factories, warehouses, and stores; to hire other people 
to manage them; and still others to work in them. 

The persons who supply the capital obtain control of industry, 
though their claim to such control logically may be no better 
than that of the workers. The amount of money needed to 
finance industry is so great as to preclude the possibility that 
wage earners, at least under the present level of income, will sup- 
ply any considerable portion of the funds. Labor individually 
or as a group is thus barred from any appreciable degree of 
financial control through investment. The remote control exer* 
cised by the owners of industry takes the form of direction through 
the ownership of voting securities. The use of voting securities 
gives great power to investment bankers. Their presence is 
felt by their control over the plant production nxanagers who 
alone maintain contact with the workers. 

The payment of wages, the length of the working day, indeed all the 
terms of employment including the much vexed question of labor unions 
may, therefore, be largely dependent upon the ideas of men who are not 
engaged in production, who have no immediate picture of actual working 
life in the plants, and whose first question in regard to all labor policies is 
apt to be: What effect will they have on the securities and their value in 
the market? That this situation may exaggerate the evils arising from 
the impersonal nature of the corporation is obvious.^ 

There is danger of overemphasizing the influence of capitalism 
upon the labor problem. Capitalism, with all that the term 
implies, did not make the labor problem; it merely added new 
and sometimes grave difficulties to an existing problem. Nor 
did large-scale industry make the labor problem; it also merely 
added new and complicating factors to the situation. Although 
the ordinary worker in a large factory cannot carry his complaints 
directly to the president of the corporation, he can obtain a 
hearing if there is a well-organized personnel department. By 
so doing he often can secure an adjustment of his difficulties. 
The basic problem in present-day labor relations is to find means 
of squaring personnel relations with the modem type of cor- 
porate organization. 

iEbtby, J. a., “The Labor Problem,” McGraw-Hill Book Oompany, 
Inc., 1028, p. 6. 
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The virtues of small-scale industries, from the workers' view- 
point, sometimes have been unduly emphasized. Some factories 
are known for their unsatisfactory labor conditions. Direct con- 
tacts between employees and the “boss” not infrequently lead 
to antagonism and contempt. Some of the most bitter labor 
troubles have occurred in small clothing companies, in coal 
mines, and in the building trades. Many small employers, 
erroneously believing that they have no labor problem, woefully 
neglect matters of human relationships. 

Psychological Factors in Labor Disputes. — Many labor dis- 
putes arise because of the inability of the persons concerned to 
see “eye to eye” on the questions at issue. The failure of the 
disputants to meet on common ground may be due to any 
one or a combination of many factors which can be analyzed, if 
at all, only in terms of human behavior. Workers and employers, 
and the public, too, think and act as they do because of their 
hereditary equipment and what they have been taught by their 
environment; which of these influences is the greater in any given 
case is a matter of dispute among psychologists. 

1. The Attitude of Employers . — What determines the response an 
employer will make to a given industrial situation involving relationships 
with his employees? ... On the side of heredity one should know his 
bodily condition, for the effect of body on mental outlook has been 
clearly demonstrated. One should also try to discover the degree of 
instinct expression which his mode of living has allowed. Which of 
these inborn tendencies seem uppermost? Along what lines have they 
been expressed, or have they been largely repressed? 

Has his business permitted full play to his desire to be creative? 
Probably, if he builds bridges or skyscrapers; probably not, if he manu- 
factures garters or pins. . . . Continuing the analysis, one would 
inquire as to the strength and adequacy of outlets for his other desires, 
such as his desire for children, his desire for social approval, the desire to 
mingle with his fellows, the sex instinct, the desire for change. . . . 

What are his religious, political, social and racial beliefs and prej- 
udices? . . . Did he go to an exclusive preparatory school and college 
as a member of an aristocratic family which has always had a high sense 
of noblesse oblige, or is he a new-rich, self-made, rather narrow and 
uneducated plutocrat who has risen from the ranks by sheer hard work or 
force of personality or shady dealings?^ 

^Daughehty, Cabroll R., “Labor Problems in American Industry," 
Houghton Mifflin Company, 1936, pp. 30 and 31. 
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2. The Attitude of Workers. — A detailed psychblogical analysis of 
workers’ attitude and actions is also necessary. It should begin with 
full acceptance of the fact that wage-earners are human beings similar to 
employers in native wants and desires and needs. ... It is among 
employees that inadequate expression of inborn drives may be most 
expected, and, on this account, that unrest and discontent are wide- 
spread. If workers’ jobs and the ways of life they afford are repressive, 
it is only natural to expect mechanisms of escape and defense, such as 
soldiering on the job, open violence in strikes, . . . [and] belief in 
. . . employers’ . . . lack of interest in employees, the exploitation of 
the masses, “anything is all right if you can get away with it,” [and] 
the bias of judges and legislators.^ 

Joint Relationships. — The various aspects of labor relations 
are reflected in the principles and methods used to adjust the 
conflicting and mutual interests of employees and employers. 
The mechanisms which have been developed for effecting these 
adjustments are: 

1. The individual contract. 

2. The union contract. 

3. The employee representation plan. 

4. Labor legislation. 

I. THE INDIVIDUAL CONTRACT 

The majority of American workers have always been employed 
on an individual contract basis. Traditionally the employer 
has taken the mitiative in promulgating a contract by offering a 
certain type of work at a “price.” If the prospective employee 
has more remunerative offers of employment, he can demand, 
and probably receive, higher wages; if, however, work is slack 
and the prospective employee is urgently in need of income, as is 
the usual case, he probably will be obliged to accept whatever 
offer, if any, he can receive. In other words, competitive condi- 
tions of the market play the most important part in establishing 
the individual contract. 

During the early history of this country practically no means 
were available for protecting workers. Labor unions did not 
exist or were too weak to be effective. Protective legislation had 
made little or no progress. Liberal employers, in the modem 
sense, were few in number. Yet some workmen were able to 
escape from unsatisfactory labor conditions. On the one hand, 

^ Ibid., pp. 31 and 32. 
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a man could establish an independent business with a small 
amount of capital. On the other hand, farm land could be had 
for the asking. When conditions in the towns became unsatis- 
factory, the worker at small cost could become a farmer, or at 
least he might move on to a frontier settlement. Greeley’s 
dictum, “Go west, yoimg man, go west,” was followed in thou- 
sands of cases. 

Year by year the situation changed. Gradually, the better 
land became more completely occupied and more expensive to 
purchase. Agricultural pursuits became overcrowded. The old 
outlets from unsatisfactory working conditions became less and 
less attractive. Three substitutes gradually developed: (1) 
labor unions, (2) employee representation plans, and (3) labor 
legislation. 


n. THE UNION CONTRACT 

Union Organization. — Trade unionism is an old institution. 
Journeymen bakers in Paris engaged in strikes in the sixteenth 
century. The London printers had a strong union by 1666. 
In 1836 there were fifty-three unions in Philadelphia and fifty-two 
in New York. The National Labor union was founded in Balti- 
more in 1866. Three years later the Knights of Labor was 
organized in Philadelphia, and the American Federation of Labor 
was formed in Columbus, Ohio, in 1886 from a skeleton organiza- 
tion set up in Pittsburgh in 1881. 

The American Federation of Labor. — The American Federation 
of Labor is the oldest federation of unions in the country. In 
addition to 111 national and international unions, its member- 
ship includes 4 departments, 522 local departments or councils, 
49 state federations, 734 city central bodies, 914 local trade and 
federal labor unions, involving in all over 32,900 local unions with 
a membership of some 3,600,000 workers.^ 

The A. F, of L. is based upon the principle of craft autonomy. 
In a given city, for example, there may be one or more machin- 
ists’, carpenters’, or musicians’ locals. These locals in turn 
belong to a national union, or in some cases to an international 
union. Once formed, the national unions organize new locals, 
raise strike funds, represent the locals in labor disputes, occa- 

1 American Federation of Labor, Beport of the Proceedings of the Fifty-sixth 
Annual Convention, 1936, p. 24. 
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sionally provide dckness and retirement funds, promote labor 
legislation, and so on. The national unions within the federation 
have control over their respective trades. The federation, 
through its departments, attempts to settle jurisdictional dis- 
putes such as those between carpenters and metalworkers in the 
building trades, works for favorable legislation, averts or aids 
strikes, helps to build up membership, engages in educational 
programs, and supports or opposes various other measures. 
Since its organization, the A. F. of L. has been opposed to direct 
political methods, such as the organization of a labor party. The 



Fia. 48. — American Federation of Labor organisation. 


A. F. of L. maintains contacts with the International Labour 
Office, Federated American Engineering Societies, and similar 
organizations. 

Other Types of Unions. — ^The industrial type of union is dia- 
metrically opposed to the craft form of organization. When all 
the workers in a given industry are members of a given union, 
irrespective of their particular trades or skills, the organization 
is called an industrial union. The company union is composed 
of all the employees of a given corporation or of a division thereof 
but has no members from other concerns. The general union is 
an organization that will accept all workers, no matter what their 
trades, companies, or industries. The Knights of Labor was 
intended to be such a union, but this t3rpe of organization is 
insignificant at present. The other forms, however, are the 
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centers of very bitter disputes. The problem of the company 
union will be discussed in a later section of this chapter, but the 
battle raging between the proponents of the craft and the indus< 
trial types of organization is to be noted here. 

The Craft vs. the Industrial Union. — A struggle between the 
exponents of the craft union and the industrial union was inevit- 
able. Those who sponsored the industrial union idea believed 
that the craft union, composed mainly of skilled workers in a 
restricted number of trades, showed too little concern for the 
unskilled and semi-skilled workers whose numbers were increas- 
ing with the development of the mass-production industries, and 
that craft unionism is only a structure commensurate with the 
handicraft system and not adapted to a type of production char- 
acterized by a shifting of skill from the worker to the machine. 
The industrial unionists further believed that the structural form 
of craft unionism overemphasized the “bread-and-butter” objec- 
tive to the exclusion of certain ideals in which workers were 
becoming increasingly interested, and that even the craft unionist’s 
search for more income was too narrowly restricted in that it was 
limited to the immediate interests of isolated groups of workers. 
To state the proposition positively, the industrial unionists 
believed that union organization must embrace all the workers 
who compete with each other directly or indirectly for jobs, and, 
more important, all workers whose solidarity on social and indus- 
trial issues is necessary if the economic status of any portion of 
the class of laborers is to be enhanced. 

The National Industrial Recovery Act of 1933 (administered by 
the NRA) indirectly paved the way for an open break between 
these two concepts of unionism by declaring in Section 7a that: 

Employees shall have the right to organize and bargain collectively 
through representatives of their own choosing, and shall be free from the 
interference, restraint, or coercion of employers of labor, or their agents, 
in the designation of such representatives or in self-organization or in 
other concerted activities for the purpose of collective bargaining or other 
mutual aid or protection. 

The effect of the law was to hasten the movement to unionize 
a number of industries, particularly the mass-production indus- 
tries. New “ company ” unions were hastily promoted and some 
existing ones were reorganized to harmonize with the spirit of 
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the NIRA. The A. F. of L. , realizing its opportunity and spurred 
on by its critics, resorted to the federal labor union, a device 
which had been previously used in localities and industries where 
no craft unions existed, as an instrument for extending organiza- 
tion, without regard to craft limitations, to large numbers of 
factory workers in the mechanized industries. From June, 1933, 
to October, 1934, “the Federation organized and chartered 106 
federal labor unions in the automobile industry, 75 in rubber 
manufacture, 20 in the aluminum industry, and about 30 in the 
cement industry. The total number of directly affiliated trade 
and federal labor unions increased from 673 in 1933 to 1,788 in 
1934.»i 

In 1935 the A. F. of L. issued charters to the International 
Union of United Automobile Workers and to the United Rubber 
Workers, but in doing so excluded certain craft workers already 
members of affiliated national unions. This procedure met with 
strong objection from the industrial union supporters who insisted 
that mass-production workers should all be members of the same 
union irrespective of jurisdictional claims. The dissenters, led 
by the United Mine Workers and the Amalgamated Clothing 
Workers, organized the Committee for Industrial Organization 
(CIO) and, after inducing the Amalgamated Association of Iron, 
Steel and Tin Workers (SWOC) to join them, began an active 
campaign to unionize the iron and steel industry. Meanwhile, 
NRA had been declared unconstitutional, but the federal govern- 
ment continued to encourage unionization and collective bar- 
gaining by the passage in 1935 of the National Labor Relations 
Act, which will be discussed below. Encouraged by govern- 
ment support and initial successes, the CIO waged an active 
campaign for unionization of the motorcar industry and finally 
succeeded, with the help of the “sit-down” strike, in gaining 
recognition from the General Motors Corporation, the Chrysler 
Corporation, and a few other automobile manufacturers. About 
the same time the organization work in the steel industry began 
to show results and the Carnegie-Illinois and other divisions of 
the United States Steel Corporation signed collective bargaining 
agreements with the SWOC. Thus, in a comparatively short 
time, the CIO had wrung recognition from several “giants” in 
the traditionally anti-union field. 

^ Monthly Labor Review^ January, 1937, p. 3. 
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Yet in spite of its successes the CIO has had some reverses. 
Xn 1936 the A. F. of L. suspended ten international unions which 
held membership in the CIO. The incessant warfare between 
these two labor groups, part of it probably due to personality 
conflicts, has sapped the energies of both and has weakened the 
labor movement at the time of its golden opportunity. In 1937 
the steel division of the CIO, the SWOC, failed in its strike to 
gain recognition from a group of independent steel companies. 
In this and other strikes considerable public hostility developed 
against the CIO and the leaders were urged by friendly public 
officials and others to purge the unions of “imdesirable ” members 
and to modify tactics in various respects. The CIO probably 
suffered from too rapid organization, the leaders apparently being 
unable in some instances to control some of the activities of local 
unions. 

Associations of Employers. — Over 2,000 employers’ associa- 
tions have been formed in this country for various purposes, an 
important one of which is the handling of industrial relations 
problems. Some of these associations are local, such as the 
building contractors’ organizations; statewide, such as the Illinois 
Manufacturers’ Association; or national, such as the National 
Founders’ Association. The National Association of Manufac- 
turers, composed of some 3,000 members in all fields of manufac- 
turing, is the leading general association of employers. It 
concerns itself with many matters of importance to manufactur- 
ing, including labor relations policies. Through its open-shop 
division, the N. A. M. has opposed various union policies, 
particularly the “closed shop.” 

Generally speaking, employers’ associations may be divided 
into two general types in respect to the policies of joint relation- 
ships. The conciliatory type proceeds on the assumption that 
unions are useful, either to facilitate bargaining arrangements or 
to control competitors, and that they should be at least tolerated 
if not encouraged. By building up a strong counterorganization 
the conciliatory type of association hopes to command enough 
respect from the unions to insure industrial good will. 

The heUigererd type of association, as the name implies, is 
organized to prevent the encroachment of unionism in the plants 
of its members. This objective is sought by keeping employ- 
ees satisfied on an individual bargaining or company union basis. 
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Mr by waging war with the unions if necessary. Jf a strike is called 
on a member, the association may request other members to 011 
orders and return the proht, supply strike breakers, advance 
reserve funds, and in other ways help to break the strike; con- 
versely, the member who recognizes a union without permis- 
sion will be expelled and his reserve fund with the association 
confiscated. 

The General Theory of Unionism. — Unionism is based upon 
the proposition that a worker, bargaining as an individual, is 
unlikely to obtain a fair wage and satisfactory working conditions, 
particularly if the employer is a powerful corporation. This 
belief is premised upon two basic assumptions. First, the 
employer is a more skillful bargainer than the employee. Since 
he possesses more knowledge of the labor market and more wealth, 
he can dictate the terms of employment. Second, the employee 
is not only at a bargaining disadvantage compared with the 
employer but also faces persistent competition through the 
undercutting of other employees, some of whom may be out of 
work and thus may be willing to accept employment at very 
low wages. 

Apply the above points to the modem corporation. A 10 
million-dollar corporation means that (1) many dollars are com- 
bined under a plan of unified control and (2) the dollars are 
invested in capital equipment, which is one of the factors of pro- 
duction. Hence, it is argued, if one of the two principal factors 
of production is organized and operates as a unit, the other prin- 
cipal factor, labor, should also combine and bargain collectively. 
If the 10 million-dollar corporation employs 1,000 workers, the 
1,000 workers together are as important to the corporation as 
the corporation is to the workers. The loss of 1, 10, or even 
100 workers, however, would not be felt seriously by the corpora- 
tion, though the loss to any one worker of a job with the corpora- 
tion might be a serious matter indeed. 

Unionists argue further that a minimum wage must be estab- 
lished below which laborers should refuse to work. To use the 
above case, if the 1,000 employees were getting $5 per day, and 
if outside workers agreed to accept $4, even though there were 
only relatively few of them, the $5 wage could not be maintained 
and a general wage cut would result. As long as the workers 
bargained as individuals, the employer could cut their wages, one 



460 


ECONOMIC PROBLEMS 


at a time. This process is approximately what happens when 
a company lays off some or all of its employees, only subsequently 
to rehire them individually at lower wages. 

The Closed-shop Controversy. — Unionists insist that their 
experience has taught them that, unless the employer cooperates, 
they cannot maintain the standard rates of pay and satisfactory 
working conditions as long as any considerable number of employ- 
ees do not belong to the union. This situation has led the union- 
ists to fight for the closed shop which, stripped of all misleading 
definitions, means a shop in which all the employees belong to a 
union. In some unions high initiation fees and other prohibitions 
make it difficult or even impossible for outsiders to obtain mem- 
bership. Such organizations have been referred to as closed 
unions. The closed shop with the open union permits anyone 
who gains employment to join the union, but prohibits anyone 
from working who is not a member of the union. 

The closed shop is thus a means to an end. Once a skeleton 
union is organized, new recruits can be more easily obtained. 
When a sufficient number of the workers have joined the union, 
the employer will be asked to engage in collective bargaining. 
If the employer or any of the non-union workers insist upon the 
right of individual bargaining, the closed shop immediately 
becomes an issue. If the union cannot obtain a contract includ- 
ing the closed-shop principle, it may decide to take what it can 
get today in the hope of winning the closed shop tomorrow. 
The employer, however, may refuse to sign any contract today 
precisely because he fears the closed shop tomorrow. 

Collective Bargaining. — The primary function of labor organi- 
zations is to enable workmen to bargain collectively. Collective 
bargaining exists when the employer makes an agreement, usually 
in writing, with the representatives of organized workers. Such 
agreements are called union contracts and ordinarily cover wages, 
hours, conditions of work, and methods for adjusting grievances. 
The following is a summary of the principal provisions contained 
in the historic union contract signed by the SWOC and subsidi- 
aries of the United States Steel Corporation on March 17, 1937.* 

Recognition . — In addition to recognition of the union as the collective 
bargaining agency for its members, the steel companies agree that there 

^ U. S. Bureau of Labor Statistics, Labor Information BtiUetin, April, 1937, 
pp. 11 and 12. 
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win be no discrimination, interference, restraint, or coercion against any (A 
thdr workers because of membership in the Amalgamated Association of 
Iron, Steel, and Tin Workers. The union, on the other hand, agrees not to 
intimidate or coerce employees into membership and not to solicit members 
during working hours or on plant property. 

Wages. — All union workers paid on an hourly basis receive an increase 
of 10 cents per hour, effective March 16, 1937. Wage increases equivalent 
to 10 cents an hour are provided for employees working on a tonnage or 
piece-rate basis. Where alleged inequalities in wage rates prevail, the 
agreements provide that these matters may be taken up by local plants. 

Hours of Work. — ^The agreements provide for an 8-hour day and a 40-hour 
week. Overtime work in excess of 8 hours per day or 40 hours per week 
is to be compensated for at the rate of one and one-half times the regular 
rate, 

Adjtistmeni of Grievances. — Both parties agree to make earnest efforts to 
settle all differences arising out of the interpretation or application of the 
provisions of the agreement. In no case is there to be a stoppage of work. 
Definite machinery is outhned for settling grievances, with the proviso 
that all unsettled disputes shall be decided by an impartial umpire whose 
decision is final. 

Seniority. — Five factors are to be considered in cases of promotion or 
increase or decrease in the working force. Individual promotions or layoffs 
will be based on: (1) Length of continuous service; (2) knowledge, training, 
ability, skill, and efficiency; (3) physical fitness; (4) family status, number of 
dependents, etc.; (5) place of residence. 

Discharged Employees. — Employees who feel that they have been 
unjustly discharged may appeal to their union grievance committee. If the 
grievance committee and representatives of management decide in favor 
of the worker, he is to be reinstated and paid full compensation at his regular 
rate for the time lost. Discharge cases must be taken up and disposed of 
within 5 days from the date of the employee’s dismissal. 

Vacations and Holidays. — Union workers with 5 years’ continuous service 
with the company are to receive 1 week’s vacation with pay. The amotmt 
of vacation pay is to be based on the employee’s average rate of earnings 
during the two pay periods immediately preceding his vacation. 

Safety and Heaith. — Each company will continue to make reasonable 
provisions for the safety and health of its employees. Guards for machinery, 
proper wearing apparel for workers, and other equipment to protect them 
from injury will be provided by the employer in accordance with the practice 
which now prevails in each plant. 

Other Provisions. — Management is given exclusive authority in directing 
the working force, hiring, suspending, or discharging workers for proper 
cause, or relieving employees from duty because of lack of work or other 
legitimate reasons. This right of management cannot be used for the 
purpose of discriminating against any member of the union. 

Future Conferences. — The present agreements continue in force until 
March 1, 1938. Joint conferences between representatives of the companies 
and the union are scheduled to begin in Pittsburgh February 8, 1988. 
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These meetings will negotiate the wages, hours, and working conditions to 
apply alter the expiration of the present agreement. 

Value of Union Contracts. — Union contracts, if lived up to by 
both parties, have some distinct advantages. The workers are 
protected against wage cuts or unsatisfactory working conditions. 
The employer can estimate his labor costs in advance more easily 
since they will not increase unexpectedly within the specified 
time. Advance knowledge of labor costs is particularly valuable 
in all types of contract work. If the contract includes a number 
of unions and competing employers, any one employer knows that 
he will not have to face the competition which arises when another 
employer reduces his costs by cutting wages. 

When Stanley Baldwin retired as Britain’s prime minister in 
1937 he took occasion in his farewell address to business inter- 
ests to comment on union contracts somewhat as follows: 

This country [Great Britain] owes much to the steady development of 
the habit we have acquired of settling conditions of employment by joint 
negotiations and to the thoroughgoing way in which both sides, although 
strenuously fighting their own part, recognize their obligation to observe 
settlements when made. 

Our agreements are voluntary agreements. They are not imposed by 
the state, and their strength lies in the appeal they make on their merits 
to all concerned to obey them. 

A. Labor’s Conflict Weapons 

Organized labor uses several different weapons in attempts 
to attain its ends. Of these, the strategy of organizing, the strike, 
picketing, and the boycott are the most common. 

The Strategy of Organizing. — ^There are no hard and fast rules 
about organizing workers into unions. Methods vary with local 
conditions, the nature of the industry, and the type of employer. 
That the organizer must proceed with caution and tact and apply 
psychology in his work may be seen in the following instructions 
issued to union organizers. ‘ 

Find out specific complaints even if they seem trivial. . . . Find out 
and play up the obnoxious traits of particular bosses and foremen. 
. . . Make contacts with liberal groups, the industrial department of the 
Y. W. C. A., sympathetic ministers and priests. . . . Some organizers 

^ Reprinted in Mill and Factory, VoL XX, No. 2, 1038, pp. 48 and 49. 
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find that it pays to attend church for a while. . . . Bend over backwards 
to avoid any damaging rumors. 

Be sure to speak in the workers’ language. Use the time honored 
stories; Aesop’s fable about being able to break the single stick but not 
the bundle of sticks; Moses who gives Biblical authority to unions by 
being the first organizer of the Brickmakers’ Union in Egypt against 
Pharaoh and who led the first “walk out” to the land of “milk and 
honey.” . . . Quote Abraham Lincoln’s famous declaration on the right 
to unionize and to strike. Destroy the fear of jail by recalling the prison 
terms of William Penn, John Brown and other famous Americans. 

The Strike. — ^The United States Department of Labor defines 
a strike as “concerted withdrawal from work by a part or all of 
the employees of an establishment, or several establishments, 
to enforce a demand on the part of employees.” Strikes are 
intended to cost the employer more money than would the grant- 
ing of the demands of the union. It is part of labor’s strategy 
to plan strikes carefully and to have them occur at a time when 
the employer is least willing to discontinue production. In the 
planning of strikes labor has learned to capitalize on discontent, 
both in getting workers to join the union and in stiffening their 
morale for the strike. A propitious time to prepare for a strike 
in an automobile factory, for example, is during the changing of 
models. 

In the average automobile there are more than 10,500,000 decisions 
regarding the type of materials, types of tools and machinery, types and 
sizes of fits, shape and appearance of materials and other points in design 
and manufacture which have to be decided upon before the final produc- 
tion plan can be perfected. . . . These readjustments involve the habits, 
speed of work and compensation of the workers at every turn.* 

Grievances, real and imaginary, easily arise. In the hands of a 
skilled organizer they may be fanned into such a degree of dis- 
content that workers will join the union and strike for what they 
regard as their just rights. When the strike is actually called, 
production will be held up on the new models just at the time 
when the demand for them is increasing rapidly. 

Strikes may be direct or sympathetic in nature. A direct strike 
involves only the employees of an employer or employers against 
whom there is a direct grievance. A local coal miners’ union 


* Barclay, Hartley W., Mill and Factory, Vol. XX, No. 2, 1938, p. 38. 
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may strike against the operator of the mine in which they work, or 
all the miners' unions in a given “field” may strike simultane- 
ously against their respective employers. While the coal strikes 
are in progress, transportation workers may declare a sympathetic 
strike and refuse to haul coal from these mines, even though 
they have no grievance against the railroad companies. If the 
sympathetic strike is extended to include all union workers in a 
given area, the general quitting of work is called a general strike. 

Strike Statistics . — The trend in the number of strikes and the 
number of persons engaged in them may be seen in the accom- 
panjdng table. 


Table 59. — The NtrsiBER of Strikes and Workers Involved, 1918-1936 


Year 

Number of 
strikes 

Index 

1923-1925 = 100 

Workers 

involved 

Index 

1923-1925 = 100 

1918 

3,353 

245 

1,240,000 

202 

1919 

3,630 

265 

4,160,000 

679 

1920 

3,411 

249 

1,463,000 

239 

1921 

2,385 

174 

1,099,000 

179 

1922 

1,112 

81 

1,612,000 

263 

1923 

1,553 

113 

757,000 

123 

1924 

1,249 

91 

655,000 

107 

1925 

1,301 

95 

428,000 

70 

1926 

1,035 

75 

330,000 

54 

1927 

707 

52 

330,000 

54 

1928 

604 

44 

314,000 

51 

1929 

921 

67 

289,000 

47 

1930 

637 

46 

183,000 

30 

1931 

810 

59 

342,000 

56 

1932 

841 

61 

324,000 

53 

1933 

1,695 

124 

1,168,000 

191 

1934 

1,856 

135 

1,467,000 

239 

1935 

2,014 

147 

1,117,000 

182 

1936 

2,172 

159 

789,000 

129 

1 


The United States Bureau of Labor Statistics table provides 
these significant facts about strikes in 1936:^ 

Slightly more than one-third of the strikes lasted less than one week. 
Forty-two percent continued for more than one week, but less than one 
month. Five percent continued for three months or more. 

^ Labor Information BuUetin, May, 1937, pp. 10 and 11. 
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Union recognition, discrimination because of union membership, the 
closed shop, or other matters vital to union organization were the major 
issues in one-half of the industrial disputes. Thirty-five percent of the 
total number of strikes dealt primarily with differences over wages and 
hours of work. 

Forty-one percent of the workers involved in strikes ending in 1936 
obtained substantial gains as a result of the strike. Thirty-six percent 
secured partial gains or compromise settlements, and seventeen percent 
obtained little or no gain. 

About 44 percent of the strikes were settled through direct negotiation 
between employers and union officials. Thirty percent were settled 
with the assistance of government conciliators or labor boards. About 
one out of every 5 strikes ended without formal settlement. 

Picketing. — The employer’s direct method of combating a 
strike is to keep his plant in operation. In his attempts to do so 
he has several alternatives. First, he may persuade some of his 
regular workers not to join the strikers. The foremen, old and 
new employees, perhaps part of the office force, may be used as a 
skeleton organization to fill orders from stock, to produce com- 
modities most in demand, and to give the impression of “business 
as usual.” Next, an effort may be made to induce some or all 
of the strikers to return to work. Finally, the employer may 
hire strikebreakers, sometimes at considerable expense, to take 
the places of the regular workers. Knowing that the strike can- 
not be won so long as any considerable number of persons are 
working, the union stations pickets at the entrances to the plant 
to discourage regular employees from entering and to dissuade 
strikebreakers from taking the jobs of the union members. 

If the employer is able to keep workers on the job continu- 
ously, sometimes even using Pullman cars for sleeping quarters, 
the pickets have the added problem of preventing food and other 
necessities from entering the plant. If the strikers, by peaceful 
persuasion or otherwise, prevent trucks and railway cars from 
passing through the gates, the employer may use planes for 
making dehveries, or he may use or attempt to use the United 
States mails, a policy which raises many complications. 

Picketing may take the form of peaceful persuasion by a few 
persons but sometimes such large numbers of strikers gather 
that the would-be workers are intimidated, even though no 
bodily harm may result. In the latter situation violence easily 
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occuns. The push of a striker, the fist of a strikebreaker, the 
club of a policeman, the jeers of onlookers — almost anything can 
start a general melee in an atmosphere highly charged with ill- 
feeling. Generally speaking, if one person stands at each entrance 
of a struck plant and peacefully urges workers to stay away, the 
picketing is held to be legal; but if workers mass at the entrance 
to a plant and attempt to intimidate would-be workers by threats 
of violence and coercion, the picketing is held to be illegal. 

The Boycott. — If the strike and picketing fail to halt produc- 
tion the only recourse of the union is to attempt to prevent the 
sale of the employer’s products. The issue then shifts from one 
of production to one of marketing. If the products are articles 
of general consumption, such as clothes, cigars, or restaurant 
meals, the members of the union or unions directly involved will 
first collectively agree not to patronize and may invite other 
unionists everywhere to “boycott” the employer or employers 
against whom the strike is being waged. If the employer is not 
producing final consumers’ goods, woolen cloth instead of clothes, 
for example, the union may direct a secondary boycott against 
the clothing manufacturer or the retail outlet. Sometimes unions 
are strong enough politically to prevent government agencies 
from purchasing supplies from companies unfriendly to unions. 


Note. See problems and references at end of Chap. XXIII. 
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LABOR RELATIONS (Continued) 

B. Employers’ Conflict Weapons 

Labor disputes, like regular warfare, develop comparable modes 
of attack and defense. We have already seen how the employer 
attempts to keep his plant operating during a strike. In addi- 
tion, the employer has positive methods of attack such as the 
lockout, the injunction, public strategy formulae, the black list, 
and the yellow-dog contract. 

The Lockout. — The counterpart of the strike is the lockout. 
In the former case, the employees will not work; in the latter, the 
employer will not allow them to work. Either weapon means 
interference with production. A lockout is sometimes used to 
circumvent a strike, on the theory that the best defense is a good 
offense. If workers attempt to strike during slack business the 
employer can sometimes dispose of the dispute by showing that 
he has few or no orders and that there is nothing to strike about. 
Lockouts are far less numerous than strikes because most strikes 
occur when earning prospects are favorable, and at such times 
the employer is reluctant to shut down his plant. 

The Injunction. — The injunction is a weapon in industrial dis- 
putes available to both employers and unions, but the latter 
have used it very little. Originally intended as an emergency 
measure, the injunction until recently has been the “Big Bertha” 
in labor disputes. It is a court order to do or to cease doing 
something. A judge issues the order; without the aid of a jury 
the judge determines if the order has been complied with; and, if it 
has not, imposes the penalty which he selects. Some injunctions 
are so sweeping in their scope as practically to stop a strike. 
For example, in the railway shopmen’s strike of 1922, a federal 
judge, at the request of the Attorney General of the United 
States, issued an injunction enjoining the strikers from interfering 
in any way with the railroads and their employees in 
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. . . the performance of their public duties and obligations to transport 
passengers and mail; conspiring to interfere with the railroads in their 
lawful business or the employees in their work; loitering about the prem- 
ises of the railroads; inducing or attempting to induce by the use of 
threats, violent or abusive language, opprobrious epithets, physical 
violence or threats thereof, intimidations, display of numbers of force, 
jeers, entreaties, arguments, persuasion, rewards or otherwise, any 
person to abandon the employment of said railway companies, or to 
refrain from entering such employment. 

The American Federation of Labor even was prohibited from 
referring to the injunction in its annual report. 

Union opposition to the use of the injunction in labor disputes 
was largely responsible for the passage by Congress in 1932 of 
the Norris-LaGuardia Act. The act lists nine specific actions 
which may not be enjoined by federal courts and states that the 
doing of any of these actions in combination shall not be judged a 
conspiracy. Further, the act provides that federal courts can- 
not hold union officers and members liable for the unlawful acts 
of union members or of an agent of the union “except upon clear 
proof of actual authorization, participation, or ratification of such 
act.” Finally, the act broadens the definition of a labor dispute 
to make the above protective features apply even though the 
dispute is nation-wide, providing it is limited to one industry. 
In short, this “anti-injunction” Act was intended to give to 
labor about the same right that corporations customarily enjoy, 
namely, the right to restrain trade “reasonably.” 

Public Support. — Employers as well as unions seek public 
sympathy and support in the strike centers and in the nation at 
large. If a union can make a clear-cut case for higher wages or 
better working conditions, its chances of winning public sympa- 
thy are usually better than the employers\ If living standards 
are not immediately involved, as in a strike for recognition of 
the union, the employer, through various types of strategy, usu- 
ally has more than an even chance of winning the battle of 
“public opinion.” The technique of breaking strikes has been 
reduced to a formula^ in which employers are advised to do the 
following things: 

‘ This formula, which is sometimes called the Mohawk Valley Formula, 
was discussed in the New York Times, July 11, 1937, p. E-7. 
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1. Label union organieers as agitators, representing a small minori^, 
intent upon arbitrary demands. 

2. Advise the public, through bminessmen's associations, schools, 
churches, and other media, that strikes are very costly to the oommxmity 
as well as to the direct participants. 

8. Raise high the banner of law and order, emphasizing interference with 
the mails, blocked highways, assaults upon loyal workers and threats to 
their families, the dynamiting of property, and other unsocial acts. 

4. Bring about the formation of a large armed police force by using the 
argument of “special emergency.” 

6. Promote a “back to work” movement, using a puppet organization if 
necessary, to convince strikers that their cause is lost. 

Various other devices are used by some employers in thejr 
struggles with organized labor. Black lists, containing the names 
of workers who are opposed because of their union activity, are 
kept on file and circulated among other employers so that objec- 
tionable workers will not be hired. The national government 
and several of the states have outlawed the yellow-dog con- 
tract, an arrangement which requires an employee to sign a 
contract pledging himself not to join an outside labor organiza- 
tion. Organized labor has always objected strenuously to this 
procedure, not so much because it gave the employer a legal right 
to sue for breach of contract, but because it was illegal for third 
parties to urge employees to violate yellow-dog contracts. 

in. EMPLOYEE REPRESENTATION 

The third general method of establishing joint relationships is 
through various types of employee representation plans, the 
employer’s approach to labor problems. Employee representa- 
tion is a system of “government in industry” in which repre- 
sentatives of employees and management jointly regulate some 
of the conditions of employment. Just as the citizen enjoys the 
right of suffrage in political matters, so employee representation 
is expected to enable workers to enjoy certain rights in matters 
relating to their daily work. 

Employee representation plans were first discussed in Germany 
in 1849, and works councils were formed as early as 1873. In 
England the Whitley Committee in 1917 recommended a far- 
reaching plan of employee representation that included not only 
works councils in individual factories but also national joint coun- 
cils for entire industries. Throughout Europe industrial repre- 
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sentation plans are associated with labor organizations, in 
marked contrast to the situation in the United States. 

To stimulate production during the World War, the United 
States government encouraged the formation of “industrial 
councils.’' Most of the wartime plans for joint relations were 
discontinued with the coming of peace, but the idea had caught 
hold and during the prosperous era of the twenties new plans 
were developed in many types of industries. The depression 
arrested the movement and many of the plans were discontinued. 
The company-union development growing out of the NIRA, to 
which reference has already been made, again stimulated employee 
representation plans, which in many cases were indistinguishable 
from the company union. With the subsequent decline in the 
importance of the company union, due to the application of the 
National Labor Relations Act, only those representation plans 
which were firmly entrenched or those associated with outside 
unions survived. 

T3rpes of Employee Representation Plans. — Several types of 
employee representation plans have been developed, of which 
one is the industrial democracy type. This plan is modeled 
after the organization of the federal government. Representa- 
tives of the workers compose a house, those of the foremen and 
department heads a senate, and those of the employer a cabinet. 
Motions may originate in either house, but for adoption they 
must pass both houses and be approved by the cabinet. 

In the shop committee type both employees and the employer 
select representatives for a works council which decides questions 
as they arise. In case of disagreement within the council, the 
matter is referred to an officer of the company or to a neutral 
arbitrator for final decision. 

Union-management cooperation is the only type of employee 
representation which involves the participation of an employee- 
initiated union with outside affiliations. Joint local meetings 
are held between union and shop-management representatives, 
and joint system meetings are held between the heads of the 
union and the representatives of the company. Wage problems 
usually are not discussed since they are cared for through the 
regular channels of collective bargaining. 

Advantages of Employee Representation Plans. — Employee 
representation plans, if they are honestly conceived and equit- 
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ably administered, may bring beneficial results to employers, 
employees, and the public generally. Working conditions often 
are unproved, since it is easier for management to understand 
labor’s viewpoint. Plant morale may be bettered because 
grievances can be adjusted more readily. The settlement of 
disputes without stoppage of work becomes possible. Labor 
turnover can be reduced and production can be increased. 

But, warns an engineers’ handbook,^ 

. . . representation probably is the worst possible expedient for the 
employer who does not want to play fair. Openness and publicity of 
the works council systems make it extremely difficult to deal with labor 
by methods which will not bear the light of day. Managers who want 
to “put something over” on workmen simply should not experiment with 
representation. Absolute square deal is the essence of the represerdation 
idea. The rights of the humblest worker, when once determined, should 
be respected; so should those of the officials. 

Labor union leaders are in agreement that any type of employee 
representation plan based upon a so-called company union is 
not, and cannot be, to the interest of the workmen. This belief 
is premised upon the assumption that company unions are 
initiated by employers and that if employees are to be fairly 
and adequately represented they must be led by officers of their 
own choosing who represent unions which have been formed by 
union organizers. 


IV. LABOR LEGISLATION 

Labor legislation of various kinds is another general outlet 
from unsatisfactory working conditions. Some employers have 
demonstrated their capacity and willingness to provide satis- 
factory working conditions and a high degree of security for 
their employees. But, unfortunately, these individuals consti- 
tute a minority of all employers. The rank and file of employers 
probably do not take adequate care of the interests of their 
employees, partly because they do not wish to do so, partly 
because employees resent their doing so, partly because competi- 
tion restrains them. Accordingly, the needed protection has 
been provided in part by laws designed to hasten the settlement 

* Alfobd, L. P., “Cost and Production Handbook,” Ronald Press Com- 
pany, 1934, p. 1396. 
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of industrial disputes; by laws regulating the hours and wages 
of workers; by legal restrictions and requirements bearing upon 
the continuity of employment, safety, health, retirement, sani- 
tation, and general welfare. So important has the last group 
become that the following chapter will discuss it in detail under 
the general heading “Social Security.” 

When workers organize unions and through them attempt to 
obtain higher wages, shorter hours and better working conditions, 
the result is sometimes an industrial dispute inimical to the pub- 
lic interest. Whether workers are justified in their demands or 
whether employers are justified in their refusals, the fact remains 
that innocent third parties suffer as well as the combatants. 
For this reason the orderly settlement of industrial disputes and, 
better still, the prevention of their occurrence are increasingly 
becoming recognized government functions. To this subject we 
shall now turn, prior to a brief consideration of wage and hour 
legislation. 

The National Labor Relations Act. — In an effort to improve 
the condition of workers through the medium of collective bar- 
gaining, Congress in 1935 passed the National Labor Relations 
Act. The act, patterned partly after Section 7a of the NIRA, first 
provides that employees “shall have the right to self-organiza- 
tion, to form, to join, to assist labor organizations, to bargain 
collectively through representatives of their own choosing.” To 
protect these rights the act creates the National Labor Relations 
Board (NLRB), which is given broad powers to prevent certain 
“unfair labor practices ” affecting interstate commerce. Employ- 
ers, for example, are prohibited from dominating or interfering 
with the organization of a union, from discriminating against 
union members in various ways, and from refusing to bargain 
collectively with the agency selected under the terms of the act. 

In its work of determining whether there are, or have been, 
unfair labor practices, the NLRB must conform to certain 
standards and follow the procedures prescribed in the act. In 
general, the NLRB, upon receiving a complaint, has one of its 
representatives conduct a preliminary investigation, which is 
held without a hearing and without the calling of witnesses. If 
the NLRB determines that the findings of the investigator merit 
additional study of the case, a formal “hearing” is held by a trial 
examiner, at which witnesses are examined and the necessary 
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facts assembled to enable the NLRB to reach a decision in the 
case. In a majority of cases, the parties to the dispute reach an 
agreement before the NLRB is obliged to take formal action. If 
this agreement is not reached, the NLRB may then issue a formal 
order to the employer directing him to do certain things, such as 
to reinstate discharged employees or to refrain from interfering 
with the organization of a union. The NLRB is without power 
to enforce its orders and can only ask the Court of Appeals that 
they be enforced. 

The National Labor Relations Act permits the NLRB to deter- 
mine which labor group has a majority of workers in an emplo3dng 
unit and requires the employer to engage in collective bargaining 
with the group getting a majority of the votes cast in the election 
supervised by the board. (An individual employee or group of 
employees may present grievances to the employer at any 
time.) For some time after the act was passed there was much 
confusion as to just what was meant by the term “collective 
bargaining” as it applied to the act. Although the NLRB is 
without power to require a contract and can only insist upon a 
discussion of the issues in a dispute, the board has ruled* that 
if an agreement is reached it must be put into writing; that a 
refusal of an employer to enter a signed agreement constitutes 
an unfair labor practice and amounts to a refusal to bargain 
within the meaning of the act. 

During the first 30 months of its existence nearly 13,000 labor 
relations cases came to the attention of the NLRB. Of this 
number, 36 percent were either withdrawn or dismissed; 52 per- 
cent were settled by the disputants after the board took the 
cases under consideration; and in only 12 percent of the cases 
did the board issue formal orders. 

Although the act definitely requires collective bargaining (if 
a majority of the employees can agree upon an agency, i.e., an 
A. F. of L. union, a CIO union, or any other type of union), it 
does not guarantee that a written contract will be signed nor does 
it preclude the likelihood of continued industrial warfare. This 
limitation raises the old issue of how to settle a labor dispute 
when the participants cannot of their own account reach a 
decision. What are the possibilities? 


^ NLRB, Case No. C-252; Inland Steel Co., Apr. 5, 1938. 
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Devices to Settle Industrial Disputes. — ^When a labor dispute 
reaches the stage of open conflict, the interests of all parties 
concerned, including those of the public, demand a quick settle- 
ment. The more important problem is to prevent disputes 
entirely or to keep them from flaring into the open. Generally 
speaking, the less the degree of compulsion exercised in effecting 
a settlement the better. Conciliation involves the least com- 
pulsion and compulsory arbitration the most. 

Conciliation is a means of settlement in which representatives 
of labor meet the employer’s representatives in an attempt to 
iron out the points at issue without the intervention of a dis- 
interested third party. Mediation involves the intervention of a 
disinterested third party, who brings the disputants together in 
an attempt to reach a solution. The mediator acts merely as a 
go-between or agent of both parties, but does not reach a decision 
himself. Both national and state departments of labor mediate 
disputes. A mediation board may be called in by either dis- 
putant, or may offer its services, in the attempt to settle issues 
by mediation. 

If the conciliators or mediators fail to effect a settlement they 
may suggest voluntary arbitration. Although both parties must 
agree to submit the case for arbitration, neither is legally com- 
pelled to accept the award. Some countries have set up sys- 
tems of compulsory arbitration, in which both the submission of 
the case and the acceptance of the award are required by law. 
In New Zealand, for example, if a dispute cannot be conciliated 
or mediated it must go before a Court of Arbitration for settle- 
ment. Strikes and lockouts are prohibited by law, and arbitra- 
tion awards are binding for at least 3 years. 

Compulsory investigation also is used in the attempt to settle 
industrial disputes. The Canadian Industrial Disputes Act of 
1907 provided that neither employees nor employers in public 
utilities and mines in interprovincial trade could change or 
demand a change in wages or hours of labor without 30 days’ 
notice, and that all strikes and lockouts were unlawful until the 
reasons for the dispute had been investigated by a government 
board and then had been made public. The purpose of the 
30 days’ delay was to enable the parties involved to settle their 
differences by conciliation or mediation. If these failed, the 
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force of public opinion, once the facts were Doade known, was 
expected to result in a settlement. 

The Railway Labor Ad . — ^The Railway Labor Act of 1926, 
while by no means the final word in the settlement of labor dis- 
putes, nevertheless offers a realistic approach to the problem. 
Premised upon the assumption that the government should not 
be helpless when essential service is being jeopardized, the act 
provides that if the carriers and their employees cannot agree 
upon the terms of a contract, or cannot through boards of adjust- 
ment agree upon the settlement of disputes arising under a 
contract, either party can invoke the aid of the National Media- 
tion Board. If the mediation board, as the impartial representa^ 
tive of the public, fails in its efforts to effect a settlement, it is 
required to propose voluntary arbitration. If both parties agree 
to arbitrate, the award is binding. If they refuse to arbitrate, 
the mediation board can refer the case to the President of the 
United States, who can, if he desires, set up a special emergency 
board which must make a report within 30 days concerning the 
manner in which the dispute should be settled. 

The advantage of settling disputes in the general manner just 
outlined is that the issues of the conflict become clearly defined; 
the struggle is not permitted to drag on endlessly. Failure to 
reach an agreement at any point automatically sets up machinery 
to continue the negotiations. Moreover, the changing machinery 
permits either party to shift its position without loss of prestige. 
The value of the procedure is seen in the results. The great 
majority of disputes are settled in conference; the next largest 
number are disposed of by mediators; only a comparatively small 
number reach the arbitration boards, and a still smaller number 
are disposed of by presidential boards. 

Wage and Hour Laws. — Both the state and federal govern- 
ments have passed a number of laws to regulate hours and wages. 
All but a few of the states have maximum daily or weekly hours 
for women and about half the states have minimum wage laws 
for women. Hours of work for men in the field of transportation 
have been regulated by both state and federal laws in the interest 
of public safety, and the hours of men in especially hazardous 
industries, such as mining, have been limited in a number of 
states. 
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Attempts on the part of the federal government to regulate 
wages and hours have been partly successful in spite of the 
ill-fated NRA. The Public Works and Construction Projects 
Act (1933) provided for a 30-hour work week and “reasonable” 
wages for employees in government projects. The Walsh-Healey 
Public Contracts Act (1936) contained certain wage and hour 
requirements for employees working upon supplies to be fur- 
nished to the federal government under contracts exceeding 
$10,000. Still other acts stipulated various wage and hour 
requirements. The most significant federal wage and hour 
legislation, however, came in June, 1938, with the passage by 
congress of the Fair Labor Standards Act of 1938. 

The Fair Labor Standards Act of 1938. — ^This act establishes 
minimum wages and maximum hours for workers in “each indus- 
try engaged in commerce or in the production of goods for com- 
merce.” Exempted from this broad coverage, however, are 
various groups of persons such as farm laborers and employees 
engaged in the processing of agricultural products; executives, 
administrators, and members of professions; employees and out- 
side salesmen in local retailing; employees engaged in retail and 
service establishments, the greater part of whose selling or ser- 
vicing is in intrastate commerce; air transportation employees 
and persons engaged in fishing. The hour provisions of the 
act do not apply to employees with respect to whom the Inter- 
state Commerce Commission is empowered to establish maximum 
hours under the Motor Carrier Act, 1935. 

For the first year of its operation the act prescribes a minimum 
hourly wage of 25 cents. During the next 6 years the minimum 
wage may not be less than 30 cents per hour, and thereafter not 
less than 40 cents per hour, unless the Administrator in charge of 
the operation of the act (a presidential appointee who will direct 
a newly created Division of Wages and Hours in the United 
States Department of Labor) prescribes another rate, which in 
no case may be lower than 30 cents per hour. 

The maximum number of weekly hours during the first year of 
the operation of the act is 44. This number is reduced to 42 in 
the following year, and thereafter maximum hours shall be 40 per 
week, unless “time and a half” is paid for overtime. No 
employer, however, shall be deemed to have violated these pro- 
visions if he is operating under a collective bargaining agreement 
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suitable to the National Labor Relations Board. Thus the 
ultimate goal of the act is a national minimum wage of $16 per 
week earned within 40 hours of weekly employment. 

The precise minimum wages for any industry at any given time 
are to be determined by an Industry Committee, which is 
appointed and convened by the Administrator and which is com- 
posed of representatives of the public, employees and employers. 
The Industry Committee is required to recommend to the Admin- 
istrator the highest minimum wage rates (not exceeding 40 cents 
per hour) "which it determines, having due regard to economic 
and competitive conditions, will not substantially curtail employ- 
ment in the industry.’’ Thus the act requires wage classifica- 
tions within industries when there are found to be variations in 
such factors as competitive conditions, production costs, costs 
of living, and customary wages. 

The recommendations of the industry committees are filed with 
the Administrator who, upon giving due notice to interested 
persons, gives orders to carry the recommendations into effect. 
If the Administrator disapproves of the recommendations he may 
ask the Industry Committee submitting the report to reconsider 
its recommendations or he may appoint a new committee. " Any 
person aggrieved by an order of the administrator may obtain a 
review of such order in the United States circuit court of appeals.” 

The erection of a floor under starvation wages and a ceiling 
over inhuman hours, the creation of more jobs at higher wages, 
and the promotion of prosperity are clearly desirable objectives 
and few would deny the right of the government to attempt their 
attainment. But the question whether the regulation of wages 
and hours will bring about these desirable objectives is quite 
another matter. Let us consider for a moment the implication 
that mandatory higher wages and shorter hours will increase the 
national income. If it be true that a legislated 40-hour week at 
40 cents per hour automatically provides more jobs at higher 
wages with a resulting increase in general prosperity, then short- 
ening the hours still more and raising hourly wages accordingly 
should bring more prosperity, an untenable conclusion if the 
illustration is pushed far enough. Instead of saying that shorter 
hours and higher wages increase the national income it probably 
is more reasonable to argue that a higher national income makes 
possible higher wages and shorter hours, although a moderate 
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limitation of hours may increase the productive efl&ciency of 
workmen to some extent. 

The public regulation of wages and hours, even though it be 
confined to determining minimum wages and maximum hours 
under flexible administrative provisions, encounters difllculties 
not unlike those experienced in the regulation of public utility 
rates and in the fixing of commodity prices. It is diflEicult, if 
not impossible in the long run, to control a few prices without 
controlling many other prices. While such complete control is 
both possible and necessary in a planned economic system oper- 
ated by a central authority, it hardly fits into the framework of 
the present economic system in the United States, even though 
the present system is undergoing constant change. 

Problems 

149 . It ia estimated that about 75 percent of all engineers sooner or later 
come into direct contact with labor relation problems, either because they 
have persons working for them or because the company for which they work 
is involved in a labor dispute. If you are in this group some day, how will 
your attitude and sympathies be determined? How are they being deter- 
mined today as a student? 

160 . Which is more important to you as an engineer— the size of your pay 
check or the right to have a voice in the management of your work? Why? 
Does either of these depend upon the other? Why? 

161 . What points should be covered by an agreement to secure industrial 
peace in subsequent working relations between the management and the 
union in a chemical products factory? 

162 . “If workers would not organize and strike for higher wages, shorter 
hours, and better working conditions, there would be no industrial relations 
problem.” “If employers would forget the profit motive, there would be no 
industrial relations problem.” 

a. Are these quotations equally true? Why? 

h. Would you favor either as a means of securing industrial peace? Why? 

163 . Distinguish between a strike and a lo('kout. A strike is sometimes 
considered illegal because it is held to be a conspiracy. May a lockout be 
illegal for this reason? Why? 

164 . What general factors will explain the changing number of strikes 
from year to year? 

166 . In the rubber industry the index of tire output per man-hour rose 
from 100 in 1914 to 250 in 1922 and to 606 in 1929, despite the fact that the 
tires increased in weight. If a tire worker received 40 cents per hour in 
1914, how much should he have received in 1922? In 1929? What light 
does your answer throw upon the problem of determining what is a “fair” 
wage in labor disputes? 



LABOR RELATIONS 


479 


189 . If the increase in productivity per man-hour mentioned above had 
not taken place, how much employment wotild the rubber industry provide 
today compared to what it did in 1914? 

187 . In view of the figures presented in the two preceding questions, how 
can one explain the increase in man-hours of employment in the rubber 
industry from 26 million in 1922 to 36 million in 1929? 

168 . Here are three statements dealing with the general problem of labor 
relations. On which points are they in agreement? Disagreement? If a 
group of workers and employers adopted these views as a “code of ethics” 
for labor relations, what general plan of employer-employee cooperation do 
you think would be in effect? 

а. “The old methods have passed; the engineer has arrived. Are #e 
in close touch with the men who make intensive studies of business problems? 
Have we established research bureaus? Have we given thought to the 
economies of business? Do we concern ourselves with the cost of production 
of materials? Modem business throughout its wide ramifications is a 
scientific problem and must be solved by the use of research and by analysis. 
The rule of trial and error will not bring results in modem business practice, 
and organized labor must adopt new methods and adapt itself to ever- 
changing conditions. Sometimes demands are made upon management 
without critical analysis of the facts as to whether or not industry can pay 
more wages and work fewer hours. The difficulties that ensue are often 
the cause of strikes and misunderstandings which are a clear waste — ^a waste 
that could be prevented if the human element were more clearly understood 
and were more carefully analyzed.” — A labor union officer. 

б. “Organized business has three principal kinds of objectives: Its service 
objectives, its collateral service objectives, and its personal objectives. It 
is the function of the business organization to supply the public with certain 
economic values that it needs or desires. In most industries, its competitive 
success depends on its ability to give the consumer greater values at the 
same or a lower cost, together with satisfactory service. Unless our goods 
or services find favor with the pubhc, the income of the organization may be 
inadequate to satisfy the personal objectives of its members. In conse- 
quence, the first objectives of the business organization are its service object- 
ives. The personal objectives of individuals and groups composing the 
organization necessarily are secondary to them. When any important 
individual or group elevates its personal objectives above the service objec- 
tives of the organization or industry, the fortunes of the latter eventually 
will wane, defeating a satisfactory achievement of the personal objectives 
of other individuals and groups within the organization, and probably its 
own.” — An industrial management engineer. 

c. “Practices condemned as unfair and unlawful for the employer must 
also be considered unfair and unlawful when used by the union. If inter- 
state transportation of strikebreakers is wrong, for example, then interstate 
movement of strike pickets is equally wrong. If it is wrong to use martial 
law to open a closed plant, then it is equally wrong to use it to close an open 
plant. If coercion of workers by the employer is unfair, then coercion of 
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workers by pickets is equally unfair. Violence by one side is just as bad as 
violence by the other." — A newspaper editorial. 
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CHAPTER XXIV 
ECONOMIC INSECURITY 


The worth of any economic system ultimately must be gauged 
by the quality and quantity of goods and services produced ; by 
their distribution among the various members of society; and by 
the degree to which people generally are protected from the 
various hazards which confront them in their daily activities. 
Hazards of many types are ever present; all of them make life 
uncertain, and uncertainty is probably the most certain thing in 
life. Hazards may be of a personal nature such as premature 
death or injury; or they may involve tangible property such as 
damage by fire, windstorm, flood, or explosion; or they may take 
the form of financial loss due to the failure of contractors to fill 
contracts, or to liability for damages to the person or property of 
others. Hazards may be of a broad social nature such as wars 
and political disturbances, or they may be intimately connected 
with one’s capacity to earn a livelihood. This latter group of 
hazards, those which involve the security of the wage earner as 
such, may be referred to as economic hazards and will constitute 
the subject matter of this chapter.^ 

Insecurity of the Wage Earner’s Position. — More than 85 per- 
cent of the income-receiving population in the United States 
must work for a living. Anything, therefore, which diminishes 
their capacity to work is likely to curtail or to stop their incomes. 
Work capacity may be impaired by either of two general hazards 
— unemployment due to many causes, or physical impairment due 
to injury, sickness, or old age. Each reacts upon the others; 
unemployment impairs physical capacity to work; injuries impair 
health; illness hastens forced retirement; and so on around the 
vicious circle. 

Unemployment is an ever-present possibility for workers of all 
classes. Even in such a relatively prosperous period as that from 

^life and accident insurance and various types of property insurance, 
the writing of which is usually done by private companies, were discussed 
in Chap. XX. 


481 



482 


ECONOMIC PROBLEMS 


1923 to 1926, the minimum volume of unemployment in this 
country fluctuated between 1,669,000 and 2,315,000. By 1930 
the average volume of unemployment was 4,921,000; in 1931 it 
was 8,634,000; in 1933 it reached the stupendous total of 13, 
176,000, or over 26 percent of the employable population.* 

Each year nearly 100,000 persons are killed in accidents in the 
United States. Of this number nearly a fifth lose their lives in 
the course of their regular employment. Two and a half million 
other persons are injured. The annual wage loss attributable 
to industrial injuries amounts to more than a billion dollars; the 
annual total loss probably to 4 billion dollars. In the latter 
item are included the cost of medical and surgical attention, and 
the overhead cost in connection with the payment of claims, as 
well as a heavy indirect cost in lost possible production. 

Wage earners lose on the average about 7 days’ employment a 
year because of illness, including illness resulting from occupa- 
tional diseases. The total annual expenditure for medical care 
in the United States is estimated at $3,656,000,000. ^ In addition, 
the loss of earnings sustained by sick persons and by those who 
die prematurely is estimated at as high as $6,500,000,000.* 

In 1860 only 2.7 percent of the American people were aged 
sixty-five or over; by 1900 the proportion had risen to 4.1 per- 
cent; today it is over 6 percent; and 50 years hence it is estimated 
that it will be over 12 percent.* Even in normal times about 
one-third of these aged persons are dependent upon others for 
support. In depressions, when savings are lost and old persons 
lose their jobs, the proportion dependent upon others is much 
larger. In the absence of pension or insurance plans, many old 
persons are dependent upon charity and are kept in homes for 
the aged or live, sometimes unwelcomed, with children and 
relatives. 

Self-help, Charity, and Government Relief. — Thrift and fore- 
sight have always been important factors in preparing for the 

^ These %ure8 are estimates made by the Committee on Economic 
Security and reprinted by the Social Security Board in “Social Security 
in America,” p. 56. 

* Committee on the Cost of Medical Care, “ Medical Care for the American 
People,” 1932, p. 14. 

* Rankin, W. S., M.D., The Economics of Medical Service, American 
Journal of Public Health, Vol. 11, No. 4, April, 1929, p. 360. 

* Committee on Economic Security, op. cit., p. 141. 
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“rainy day.” They have their shortcomings, however. An 
emergency may arise before sufficient time has elapsed for saving; 
the sums saved are often inadequate; savings may be lost through 
the failure of financial institutions, theft, or unwise investment. 
Moreover, the pressing needs of today frequently seem more 
important than the uncertain ones of tomorrow. Again many 
persons cannot save because of low incomes. 

Relief through charity has been practiced in all countries for 
many years, running all the way from indiscriminate giving of 
alms to scientific treatment of dependency. With the exception 
of certain endowed institutions and organizations, charity is an 
uncertain method of relief; when funds are needed most th^y 
may not be available. Unless aid is to be given indiscriminately, 
it must be based upon some sort of a “needs” test which must 
necessarily be a ruthless invasion of one’s most personal and 
private affairs. 

Government relief plans have their drawbacks, too. To give 
aid without work in return will seem to many persons an unwise 
economic policy; to provide hastily jobs which will give employ- 
ment to as many persons as possible may result in mere “boon- 
doggling.” Either plan is fraught with political dangers; 
neither plan can be followed without resort to a “needs” test, 
the effect of which is to level down the economic status of all per- 
sons, the thrifty and the improvident alike, to a common plane 
of destitution. 

Social Insurance. — The shortcomings of these methods of 
alleviating economic insecurity can be eliminated to some extent 
through the use of the insurance principle, a device which has 
become the standard remedy the world over for coping with 
almost every conceivable type of contingency. Insurance is pref- 
erable to individual saving in that each person exposed to a 
hazard needs to set aside, through premium payments, only his 
share of the expected loss to which the group as a whole is exposed. 
Insurance is preferable to charity because of its greater certainty 
and because losses are paid on a contract basis as a “matter of 
right” without resort to a “needs” test. Insurance is preferable 
to hastily devised government relief plans because reserves are 
accumulated in advance and the rights of the recipients of bene- 
fits are clearly defined. 
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When a plan of insurance is prescribed and developed by leg- 
islative action, it is called social insurance. The state may pass 
a law to the effect that certain persons shall be insured against 
a given contingency, leaving optional the question as to whether 
the insurance shall be provided by private companies, special 
insurance associations, the state, or by the persons or company 
to be insured. The law, on the other hand, may state that the 
insurance shall be carried exclusively in a government fund. 
Under social insurance plans, the cost may be divided among the 
persons insured, the companies employing them, and the govern- 
ment. Sometimes employers or those insured pay the entire 
cost. 

European countries pioneered in the development of social 
insurance plans. As early as 1883 Germany inaugurated a sick- 
ness insurance plan for wage earners, followed by workmen’s 
compensation insurance in 1884 and old-age insurance in 1889. 
England began unemployment insurance in 1911. Today social 
insurance schemes afford millions of persons throughout the 
world a limited degree of protection against the principal eco- 
nomic insecurities. 

Prevention or Relief? — The degree to which economic security 
— one of the greatest of luxuries — can be provided depends upon 
the capacity of individuals, groups, and organized society to pre- 
vent the occurrence of some economic misfortunes and to alle- 
viate, as far as possible, those which cannot be prevented. Since 
prevention makes a cure unnecessary, any plan for dealing with 
economic hazards should, if possible, be preventive rather than 
remedial; but the fact that preventive efforts have been tried 
should not blind us to the need for alleviation if prevention fails. 
In point of time, efforts to provide relief frequently have preceded 
attempts to prevent the occurrence of the contingency for which 
relief is given. When the cost of relief becomes too great or 
dissatisfaction with it becomes too strong, both the giver and 
the receiver are likely to shift emphasis to preventive measures. 

I. PROBLEMS OF UNEMPLOYMENT 

A person is unemployed when he is able to work and willing 
to work but is unable to find a remunerative occupation. Such 
involuntary idleness of employable persons, whether only tem- 
porary, part-time, or full-time, identifies unemployment with 
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causes residing in industry and in the economic system. These 
causes are many and complex, ranging from the winter unem- 
plo3rment of a single gardener to the mass unemployment of 
millions of persons in a world-wide economic depression. 

The Causes of Unemployment. — Although labor differs con- 
siderably from other commodities, because of the human aspect 
of the service, there is no gainsaying the fact that employers 
“buy” labor on a “labor market.” The price paid for labor is 
one of the costs of production and, like all other costs, its price 
is determined by the general forces of supply and demand. The 
causes of unemployment therefore may be classified in terms of 
the supply of labor and the demand for it. Broadly considered, 
the causes are: 

1. Those relating to the supply of labor in the mass and in the various 
grades. 

2. Those relating to the demand for labor as affected by changes in produc- 
tion methods and by fluctuations in business activity. 

3. Those relating to an improper organization of the labor market. 

The Supply of Labor. — The number of persons available for 
work depends (1) upon such general considerations as the size of 
the population, the rate of population growth, immigration and 
emigration, the proportion of the total population able and willing 
to work, and various governmental policies relating to the eco- 
nomic life of the country; (2) upon the quality of workers, their 
physical fitness, work habits, and industrial training, their willing- 
ness to be satisfied with substandard jobs, their ideas about living 
standards, and whether they bargain as individuals or collec- 
tively through unions; and (3) upon the policies of many employ- 
ers of relying upon a reserve supply of labor. 

The Reserve of Labor. — One of the paradoxes of economics is 
the presence, even in good times, of a reserve supply of labor. A 
noted English authority on unemployment,^ after a long study of 
casual labor in England, reached these general conclusions : What- 
ever the demand for labor, the supply tends always and every- 
where, not to coincide with it, but to exceed it. If work requires, 
for example, 98 men at most, the general formula for the supply 
of labor will be : 

1 Beveridge, Sir William, “Unemployment, A Problem of Industry,” 
Longmans, Green & Company, 1930. 
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80 men in regular employment. 

20 men in irregular employment. 

2 men unemployed at all times. 

If 100 men axe required to unload boats, for example, and are 
picked anew each day (like numbers from a hat), and if 3 days’ 
work per week at $2 a day represents subsistence, there will 
tend to be attached to the docks twice as many workmen as are 
needed. 

If no one would accept irregular work, there would be no work 
of this sort; if there were not too many workers, there would be 
no material from which to form the reserve. New people and 
new circumstances make new demands for goods and services but 
the unequal race continues; there is chronic underemployment. 
Ultimately the supply of labor in any one field adjusts itself to 
the demand at a point allowing of reserves of men for local 
fluctuations. There is no one labor market but an indefinite 
number of partially separate labor markets. The more mobile 
the labor supply is, and the more freely it can pass from one 
market to another, the smaller will be the labor reserve. 

The Demand for Labor. — Changes in the demand for labor are 
associated with three kinds of unemployment — seasonal, cyclical, 
and secular. Seasonal unemployment refers to recurring 
periods of idleness in industries which cannot be or have not been 
placed on a year-round basis. Cyclical unemployment arises 
from the fluctuations in business activity associated with different 
phases of the business cycle. Secular unemployment may be due 
to several causes, such as mergers and consolidations, the rise of 
new industries and the decline of old ones, the migration of 
industry, and to the introduction of so-called “labor-saving” 
machinery, new processes, and other technological changes. 
Unemployment attributable to the last mentioned causes has 
come to be referred to as “technological unemployment.” 

Seasonal Unemployment. — Practically all industries have some 
form of seasonal variation; the difference is one of degree. Dur- 
ing the period 1923-1931, the range in monthly fluctuations in 
pay rolls from a yearly average index of 100 was 55 in women’s 
clothing, 35 in automobiles, 25 in cement, 19 in steam fitting, 
19 in furniture, and 17 in cigars and cigarettes. The 1930 census 
of the construction industry showed that the number employed 
in January, 1929, was only 56.2 percent of the maximum number 
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employed in August of that year. Fruit and vegetable canning, 
resort hotels, mining, railroading, and retailing have pronounced 
seasonal tendencies. 

Technological Unempio3rment. — ^The statistical importance of 
unemployment due to the introduction of machines and new tech- 
nology has been the subject of a world- wide dispute for many 
years. Both statistics and theories have been used unsparingly 
to prove and to disprove the contention that a substantial part 



Fig. 49. — Seasonal index <d food products employment in Ohio, 1925-1934.1 

of unemployment is technological, but certain basic facts bearing 
upon the question are so well established that they must be 
accepted by everyone. The total population of this country has 
increased over the years, more and more people have found jobs 
in an ever-expanding number of occupations, total output of 
goods and services has multiplied, production per wage earner has 
increased, the prices of most manufactured goods have decreased, 
and real wages have increased. These trends are clearly shown 
in American automobile production. In 1914 it required 71,376 

‘ Compiled from Employment Indexes published by the Bureau of Business 
Research, Ohio State University. 
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persons to manufacture 543,679 passenger cars, which sold at an 
average price of $761.20; in 1936 it required 368,000 persons to 
manufacture 3,807,371 passenger cars — an increase of 36 percent 
in cars produced per man — ^for a 31 percent larger population, 
which sold at an average price of $536, or a 30 percent reduction. 
The average factory worker in 1914 had to exchange the labor of 
3,000 hours for an automobile, but the worker in 1936 got an 
automobile for only 859 hours of labor. ^ 

The relative power of handwork and machine work to provide 
employment may be noted in these alternative methods of pro- 
ducing an inner shell of the hubcap of a Ford car: 

The shell, made by machinery, costs 12-and-a-fraction cents. But the 
dies to shape it cost $13,328, and the automatic press to stamp it costs 
$30,770 — a machine costing $44,098 to make a 12-cent article. That is 
merely the cost of the press, it does not include the cost of factory space 
to house it, of generating the power to operate it, or expert service and 
replacements to maintain it. . . . 

Machinery begins to create employment before it ever goes into 
production. Take this press. Divide its price by a day’s wage of, say, 
$7 — ^for every dollar of material cost is ultimately reducible to someone’s 
work. At this rate the press and dies represent 6,300 days’ work, which 
at 5 days a week, 52 weeks a year, amounts to 24 years, 2 months, and 2 
weeks of work. You may divide that amongst as many men as you please 
but a total of 24 years of employment at $7 a day has gone into that press 
and its equipment before it does a stroke of work. Whatever its after- 
effect, you can see that the first effect of the machine is to 
create employment. 

Now we put this press into production; it turns out 2,160 hubcap shells 
while a handworker is pounding out one. Would there be more jobs if 
only handworkers were employed? — for, really, it seems that this press 
at this production must be destroying 2,160 possible jobs. 

Very well, let us consider making this article by hand. At first 
glance it seems to offer an advantage. Equipping a man with hand tools 
at $24 would seem to be a great saving over a $44,000 press. But, to 
produce as many hubcaps by hand, and to equip 2,160 men to do it, would 
cost $7,742 more than the press. At once the cost of producing that 
shell would be increased by 17K percent for tools alone. Then, there 
would have to be a factory to house those 2,160 men, which at Ford 

^ Figures estimated from material in Automobile Manufacturers’ Associa- 
tion, “Automobile Facts and Figures,” 1936; Biennial Census of Manu- 
facturers, 1921; Department of Commerce and Bureau of the Census, 
mimeographed reports. 
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standards would cost at least half a million dollars and about $38,000 a 
year to maintain, not including the cost of its two acres of land. A press 
requires 360 square feet of space; the handworkers with their benches 
would need 116,640 feet of space. . . . 

In an 8-hour day, then, a man could pound out 2.7 hubcap shells. 
For the material used, and the day’s wage of $7.20 now paid on that 
work, those shells would cost about $2.50 esch. ... If this principle 
were followed throughout all the manufacture of an automobile, you 
would not be buying a car at all. It is calculated that the cost of making 
a 1938 Ford car on this basis would be $17,850. And at such a price, not 
50 cars a year would be sold. There would not be work for one of those 
2,160 men, nor for the 125,000 other men in the lord industry alone. 
Without machinery there would be no automobile industry. 

"Well,” you say, "that would be bad. Could not you avoid that by 
paying for handwork just what it is worth?” Hardly, for under that 
arrangement a man on this hubcap shell job would earn about 18 cents a 
day. . . . From its very inception down to the last turn of its wheels, 
industrial machinery creates employment”^ 

These results are precisely what many economists would have 
expected. Improved methods of manufacture reduced produc- 
tion costs, which made possible lower selling prices, w'hich in turn 
increased sales and lowered costs. Had the product been one 
with a relatively inelastic demand, salt or matches, for example, 
reduced prices would not have stimulated additional purchases 
greatly, but the reduction in the price of such articles would have 
enabled consumers to purchase more of other commodities, 
thereby increasing employment in other directions. Even if a 
commodity with an inelastic demand had been produced under 
monopoly conditions and its price had not been lowered, the 
reduction in costs would have increased the monopolist’s profit, 
which probably would have increased the demand for labor 
elsewhere. 

But other economists feel that this "long-run” analysis dis- 
poses of the question too readily. They point out that, if employ- 
ment opportunities measured in man-hours are not to shrink, the 
volume of production must rise as rapidly as the output per man- 
hour. This they do not always find to be the case. For example, 
the average output per man-hour in American manufacturing in 
1933-1934 was 25 percent higher than in 1929, but the total 

1 From a talk by W. J. Cameron on the Ford Sunday Evening Hour, 
Feb. 3, 1938. 
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volume of production was about the same.^ Under these condi- 
tions the number of man-hours of employment furnished by the 
manufacturing industries was necessarily and at least temporarily 
reduced. 

Irrespective of the long-run effects of technological changes, 
there is no gainsaying the fact that they do cause temporary 
unemployment. For short periods, at least, industry finds it 
profitable to substitute machines for human labor. Even if a 
worker who is displaced today is fortunate enough to find another 
job next week or next year, other workers in an unending stream 
will follow him into unemployment; new additions to the army 
of unemployment continually are being recruited. There is no 
absolute assurance that new industries and new jobs will develop 
rapidly enough to absorb all displaced workers, even in the 
“long run.” 

Cyclical Unemployment. — Cyclical unemplojunent results from 
the continuous swings of business through wide arcs of boom and 
depression. This cause of unemployment is the most serious of 
all. It involves more persons than do the other causes of unem- 
ployment and it also intensifies these other types. It comes 
unexpectedly and its duration cannot be forecast. During a 
depression the employed have fewer means of aiding the unem- 
ployed. Most serious of all, a solution for the business cycle is 
not in sight. 

Cyclical unemplo 3 ment strikes unevenly. For example, the 
percentages of persons unemployed in the following industries 
in July, 1934, were 


Construction ' 64.9 

Service 38.1 

Mining 37.4 

Manufacturing 27.4 

Trade 19.5 

Public service 5.1 

Agriculture 1.1 


In March, 1933, when unemployment was at its height, nearly 
8 million producers of goods and nearly 6 million producers of 
services were idle. The classification of emplo 3 unent data in 
these two groups is an aid in thinking about our depression 

^ Kahleb, AiiFBBn, Social Reaeareh, Vol. II, No. 4, Nov., 1935, p. 453. 

* Committee on Economic Security, op. cU., p. 57. 
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problem, for it is the unemployment among the producers that 
causes the idleness among the providers of services.^ Figure 60 
shows the degree to which unemplo 3 rment increased in the 
durable-goods industries — construction, steel, lumber, cement, 
machinery, and so on — ^in relation to the non-durable industries. 

Unemployment among Engineers. — The heavy unemploy- 
ment in the durable-goods industries and the resulting decline 



1928 1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 

Fia. 60. — Index of employment in durable-goods and non-^urable-goods 

manufacturing industries.* 


in the demand for technical engineering services of all sorts cause 
unemployment among engineers. Whereas engineers indirectly 
contribute to technological unemployment, they are themselves 
the victims of cycli(;al unemployment. Table 60, based upon a 
study by the United States Bureau of Labor Statistics at the 
request of the American Engineering Council, shows the employ- 
ment status of professional engineers during 3 years of varying 
business activity. 

^ The Cleveland Trust Company, Business Bulletin, Vol. 16, No. 1, Jan. 
15, 1934. 

* Bureau of Business Research, Ohio State University, and data collected 
by United States Bureau of Labor Statistics. 
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Tablb 60. — DisTMBtrrioN op All Professional Enoinbbrs bt Employ- 
ment States Reported at End op 1929, 1932, and 1934* 


Employment status 

Number 

Percent 







Grand total, United States 

31,252 

35,691 

39,161 

100.0 

100.0 

100.0 

Engine^criiig employment 

29,051 

27,787, 

30,299 

93.0 

77.9 

77.4 

Private t 

22,456 

19,797 

20,619 

71.9 

55.5 

52.7 

Public t 

6,595| 

7,990 

9,680 

21.1 

22.4 

24.7 

Nonengineering employment 

1,969 

4,290 

5,523 

6.3 

12.0 

14.1 

Unemployed 

232 

3,614 

3,339 

0.7 

10.1 

8.5 


^Monthly Labor Vol. 44, No. 4, p. 861. 

t Includes those engineers in the employ of private firms, independent consultants, report- 
ing ^‘any other employment,'* and teaching. 

t Includes those engineers in the employ of federal, state, county and municipal govern- 
ments, and other public authorities. 

Whereas the average amount of unemployment for all report- 
ing engineers in 1932 was 10.1 percent, in chemical and ceramic 
engineering it was only 8.6 percent, while in mechanical and 
industrial engineering it was 10.7 percent. Although unemploy- 
ment in 1934 dropped to 8.5 percamt for all engineering groups, 
it declined to 6.2 percent in chemical and ceramic engineering 
and increased to 10.2 p(U’(*ent in civil, agricultural, and archi- 
tectural engineering. Had a substantial number in the latter 
group not been absorbed in government projects the percentage 
would have been considerably higher. 

The Organization of the Labor Market. — The third group of 
causes of unemploymtmt are those relating to an improper organi- 
zation of the labor market. Much labor is bought and sold on 
a haphazard basis. If an employer advertises for 100 men he may 
find 10,000 at his gate, some of whom have come from a great 
distance. The men have not been preselected. Some may have 
given up jobs elsewhere. If an employee is laid off or discharged 
he may start out blindly looking for other work. Even though 
he hears of work elsewhere there is the inevitable waste of time in 
getting the man and the job together. Some of the costly labor 
turnover for which American industry is noted can be attributed 
to the lack of organization in the labor market. If employers 
knew more about the qualifications of the employees they were 
hiring, and if workers knew more about the requirements of the 
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jobs they were seeking, there would be fewer misfits and a smaller 
turnover rate. 

The Effects of nnemplo3rment. — The effects of unemployment 
are many. One authority summarizes them as follows: 

Unsteady employment attacks the worker’s efficiency in so many ways 
that probably no one could enumerate them all. It undermines his 
physique; deadens his mind; weakens his ambition; destroys his capacity 
for continuous, sustained endeavor; induces a liking for idleness and self- 
indulgence; saps self-respect and the sense of responsibility; impairs 
technical skill; weakens nerve and will power; creates a tendency to 
blame others for his failure; saps his courage; preveni/S thrift and hope of 
family advancement; destroys a workman’s feeling that he is taking good 
care of his family; sends him to work worried and underfed; plunges him 
into debt.”^ 

Unemployment an Overhead Cost for Society. — A certain 
minimum requirement of food, clothing, and shelter must be 
provided during prosperity and depression if the efficiency of the 
worker is to be maintained. Thus the necessary maintenance of 
laborers clearly is an overhead cost for society that continues 
almost independently of production. Another element in labor 
cost is the expense of general education and specialized training, 
which may represent a considerable investment. Specialized 
training is like specialized capital; it is wasted if the possessor 
shifts his occupation and is partly wasted if he works short of his 
capacity. These investments in training are overhead costs 
which are not offset by social income if the laborer is unemployed. 

There can be little question as to whether unemployed labor 
does or does not involve a social overhead cost. The real prob- 
lem concerns the best distribution of the cost burden — the best 
form of social cost accounting. The distribution of the over- 
head costs of labor should no longer be left to the forces of the 
labor market alone. Otherwise the burden falls upon those per- 
sons financially least able to carry it. The distribution should 
be remodeled in the light of social justice and of the principle 
that burdens and incentives should be placed where they can do 
the most good to bring about the action that social efficiency 
demands. Fair social accounting would place a major part of 
the burden of cyclical unemployment on industry, rather than 

* From Lbscohibr, D. D., “The Labor Market,’’ The Macmillan Com- 
pany, 1919, p. 107. 
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on those classes of labor least able to bear it successfully, as is 
the case at present. 

n. PROPOSED REMEDIES FOR UNEMPLOYMENT 

The proposed remedies for unemployment are legion. Many of 
them are mere platitudes, devoid of any economic foundation; 
others are revolutionary proposals for remaking the entire social 
system. Some remedies seek to reduce the size of the employable 
labor force by keeping young people in school longer and by 
pensioning off older people at a younger age. Other remedies 
would merely “spread” the existing volume of employment, such 
as proposals for shorter hours; although reducing hours, if accom- 
panied by the same daily or weekly wage, is frequently advocated 
as a means of reducing unemplojonent through a redistribution of 
income. 

Various types of subsidies to industry are sometimes urged on 
the theory that more employment can be given if production 
costs can be lowered. Still other remedies are premised upon 
the assumption that private industry is unable at times to provide 
work for all the employables, so that public work or relief work 
should be provided by governments to take up the slack, or 
production units should be established outside the business econ- 
omy proper for the utilization of idle plants, idle machines, and 
idle workers. Finally, some remedies are limited to paying 
benefits to the unemployed, on the assumption either that nothing 
can be done to prevent unemployment and relief is necessary any- 
way or that the payment of out-of-work benefits will reduce 
unemployment through the augmentation of purchasing power 
and, if benefit costs are assessed upon employers in certain ways, 
that some stabilization of employment will result. 

Unemployment Compensation. — Compensation for unemploy- 
ment may be provided on a voluntary basis by labor unions or 
employers, by agreements between unions and employers in an 
industry, or on a compulsory basis through legislative action. 
The first and only state-wide compulsory system of unemploy- 
ment compensation in the United States prior to 1935 was 
established in Wisconsin in 1932. Today every state in the 
union has a compulsory unemplojrment compensation plan, based 
upon the principle of cooperation between the state and federal 
governments. This rapid turn to unemployment compensation, 
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never equaled anywhere else in the world in tlie speed of its 
adoption, was the direct result of the passage by Congress in 
1936 of the Social Security Act, which in turn was the outgrowth 
of the great depression. 

The Social Security Act. — ^The Social Security Act is a compre- 
hensive measure designed to provide economic security on a wide 
front. It subsidizes state old-age assistance plans, state aid 
plans for dependent and crippled children, and maternal and 
child welfare and health services. It establishes an enormous, 
nation-wide, contributory old-age pension plan, and it provides a 
way for the states to establish and operate their own unemploy- 
ment compensation plans under a limited amount of federal 
supervision. 

The Social Security Act induces the states to provide unemploy- 
ment compensation by the use of a tax-credit device, whereby the 
federal government levies a 3 percent^ excise tax on the total 
wages paid by employers subject to the act, and then permits 
the employer to credit against the tax the contributions (pre- 
miums) paid to his state unemployment compensation system 
in an amount not to exceed 90 percent of the tax. In addition, 
the federal government pays the costs of administering the state 
systems. 

To obtain the tax credit and the administration expense money 
a state must meet such general requirements as paying all benefits 
through public employment offices, providing for a fair hearing in 
matters of dispute, immediately forwarding all contributions to 
the Unemployment Trust Fund in the United States Treasury, 
and not denying an otherwise eligible individual benefits for 
refusing to accept new work under any of the following conditions: 
(1) If the position offered is vacant due to strike, lockout, or 
other labor dispute; (2) if the wages, hours, or other conditions 
of the work are substantially less favorable to the individual than 
those prevailing for similar work in the locality; (3) if as a condi- 
tion of being employed the individual would be required to join 
a company union or to resign from or refrain from joining any 
bona fide labor organization. ^ 

Beyond such requirements a state is given wide latitude in the 
choice of acceptable unemployment compensation plans. It may 

^ The rate was 1 percent in 1936, and 2 percent in 1937, 

• Social Security Act, Sections 303 and 903. 
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provide for separate employer reserve accounts, a pooled fund, 
with or without merit rating, a guaranteed emplo3unent account, 
or various combinations of these plans. In the language of the 
Social Security Act, the plans are defined as follows: 

The term “reserve account’’ means a separate account in an unem- 
plb3unent fund, with respect to an employer or group of employers, from 
which compensation is payable only with respect to the unemployment 
of individuals who were in the employ of such employers, or of one of the 
employers comprising the group. 

The term “pooled fund” means an unemployment fund or any part 
thereof in which all contributions are mingled and undivided, and from 
which compensation is payable to all eligible individuals, except that to 
individuals last employed by employers with respect to whom reserve 
accounts are maintained by the state agency, it is payable only when 
such accounts are exhausted. 

The term “guaranteed emplo 3 Tnent account” means a separate rate 
account, in an unemployment fund, of contributions paid by an employer 
or group of employers who (A) guarantee in advance thirty hours of 
wages for each of forty calendar weeks (or more, with one weekly hour 
deducted for each added week guaranteed) in twelve months, to all the 
individuals in his employ in one or more distinct establishments, except 
that any such individual’s guaranty may commence after a probationary 
period (included within twelve or less consecutive calendar weeks), and 
(B) give security or assurance, satisfactory to the state agency for the ful- 
fillment of such guaranties, from which account compensation shall be 
payable with respect to the unemployment of any such individual whose 
guaranty is not fulfilled or renewed and who is otherwise eligible for 
compensation under the state law.‘ 

Provisions of State Unemployment Compensation Laws. — It 

was inevitable that the provisions of the laws should vary from 
state to state. Wisconsin, for example, has the employer reserve- 
account plan. New York has a pooled-fund plan. Indiana com- 
bined the pooled-fund and the reserve-account plans and also 
has a provision for guaranteed employment. California has a 
pooled-fund plan with merit rating. Within the general frame- 
work of the plans there are variations in coverage, eligibility for 
benefit requirements, and the amount and duration of benefits, 
and in the size of contributions, which arc paid by employers in 
some states and jointly by employers and employees in others. 
Generally speaking, benefits for total unemployment are equal 

* Ibid., Section 910 (c). 
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to 60 percent of wages, with a maximum weekly Amount of $16 
and a maximum duration of 16 weeks in any one year, and are 
paid after a waiting period of 3 or 4 weeks. 

Unemployment Compensation and Employment Exchanges. — 
One of the principal arguments in favor of an unemployment com- 
pensation plan is that it organizes the labor market automatically. 
Before a worker can claim benefits he must register at an employ- 
ment exchange (office), and before he can be paid benefits he 
must prove his claim to them by taking suitable work if it is 
available. An employer who desires a workman with certain 
qualifications can apply to the exchange, with the result that 
the man and the job are brought together with a minimum of 
delay. Moreover, if the employment oflBce oflBcials are well 
trained and have the time they can give sufficient study to the 
qualifications of the unemployed and to the needs of the employer 
so that the right man is recommended for the job, thereby 
reducing labor turnover. 

A nation-wide system of employment offices is particularly 
valuable in meeting a shortage of workers in one region by arrang- 
ing for their transfer from another area with a surplus of workers. 
The United States Employment Service which, since 1933, has 
supplanted the National Employment Service, staffed such proj- 
ects as Fort Peek and Coulee Dam, which required specialized 
skills that were not to be found in the vicinity. In 1936 the 
same service made 227,077 placements through clearance, from 
one section to another, of which most of the jobs involved con- 
siderable skill, such as tool designing, toolmaking and diemaking, 
pattern making, and gear cutting. The United States Employ- 
ment Service in conjunction with state employment services forms 
the nucleus for a still larger system of employment exchanges 
necessary for the operation of the forty-eight state unemployment 
compensation systems. 

Merit Rating and Unemployment Compensation. — The Social 
Security Act attempts to “regularize" or “stabilize" employment 
by granting additional tax credits to employers who qualify for 
reduced unemployment compensation rates. A majority of the 
state unemployment compensation laws, after benefits have been 
paid for at least 3 years, grant “merit" contribution rates to those 
employers who attain a certain defined standard of employment 
performance. These reduced rates clearly save the employer 
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money in respect to the state unemployment compensation S 3 rs- 
tems, but when he pays less in contributions he has less credit 
to offset against the federal excise tax. To correct what would 
otherwise be an inconsistency, the Social Security Act provides* 
that the employer who gets a reduced state contribution rate 
shall enjoy as large a tax credit as the employer whose rate is not 
reduced. To illustrate, suppose in a given state practicing 
merit rating, one employer’s rate is 4 percent (of wages) while 
another employer’s rate, perhaps a direct competitor, is only 
1 percent. The Social Security Act levies a tax on each employer 
equal to 3 percent of his taxable wages, against which each 
employer is entitled to a tax credit of 2.7 percent (90 percent of 
3 percent). The net cost to the former employer is an amount 
equal to 4.3 percent of his wage bill; but to the latter, it is an 
amount equal to only 1.3 percent of his wage bill. This “dif- 
ferential” cost places the former employer at a competitive dis- 
advantage. Whether the disadvantage is of sufficient importance 
to induce him to attempt to “stabilize” his employment will 
depend upon a number of considerations, including the meaning 
of the term “stabilization.” 

Employment Stabilization. — ^Assuming that under a plan of 
merit rating an employer’s contribution rate should be deter- 
mined by the degree of “stabilization” he achieves, how is it to 
be measured? To make the question more concrete should the 
contribution rate depend upon: 

1. The number of workers employed during one period as compared with 
another? 

2. The total pay roll during one period as compared with another? 

3. The number of man-hours of employment given in one period as 
compared with another? 

4. The average number of weekly separations in one period as compared 
with another? 

5. The ratio of benefits distributed to contributions paid during a preceding 
period? 

6. A combination of any two or more of the above measures? 

Each person’s idea of stabilization will depend somewhat on 
his general social philosophy. When jobs are scarce, should 
workers be put on short time so that all will have some income, or 
should some workers be permitted full-time work while others are 

^ Ibid., Sections 909 and 910. 
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without employment? If the former pUn is followed, 
workers share unemployment as well as employment, and other 
members of society will escape a part of the burden of unemploy- 
ment. If the latter plan is followed, a greater relief cost will be 
encountered and other members of society will have to share in 
the expense, the extent of which will be determined by the type 
of taxes used to provide relief funds. 

Management’s Interest in Regular Employment. — ^The worker, 
because of limited financial resources, feels most keenly the burden 
of unemplo 3 anent. He is not the only one, however, for the 
employer also suffers. Irregular employment adds to the cost of 
accidents, occupational diseases, and labor turnover. It encour- 
ages restriction of output. When men are idle, so are machines, 
equipment, and buildings. Some costs go on, for interest, taxes, 
rent, insurance, and other overhead items must be paid. In the 
end these overhead items mean fewer and dearer goods for every- 
one when production is curtailed. 

A few industrial concerns, some of which produce highly sea- 
sonal products, have been able to stabilize employment in their 
plants by regularization programs. Procter & Gamble, manu- 
facturers of soap, by the use of storage and other devices, main- 
tain a fairly steady output and guarantee their employees at 
least 48 weeks of employment a year. Other companies, such 
as the Dennison Manufacturing Company, makers of paper 
products, not only resort to production for storage in off seasons 
but also have added to the list of articles they produce in an 
effort to make the business less seasonal. The Nunn-Bush 
Company, manufacturers of shoes, guarantees an annual wage. 
The management of these and other concerns found it profitable 
to attempt stabilization even without the added incentive of 
reduced unemployment-compensation-contribution rates. 

Public Works. — ^The payment of out-of-work benefits, whether 
done through an organized unemployment compensation system 
or a hastily devised government relief scheme, invariably raises the 
arguments that persons should “work for their keep’' and that 
the public should have something to show for its expenditures. 
These arguments, translated into action, result in various types 
of so-called “relief” work and public works. Work, in which a 
large part of the cost is labor, may be hastily devised with a view 
to providing immediate employment for unemployed persons 
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near at hand, or more permanent projects may be plaimed in 
advance in an effort to meet definite public needs and at the 
same time to serve as a tonic to business generally. When funds 
are limited and there are many unemployed persons in need of 
immediate assistance the tendency is to forego permanent and 
useful public works in favor of relief work of var 3 dng degrees of 
usefulness. 

The obstacles in the way of a public works program are many. 
The projects should be planned in advance. Unless the normal 
amount of public work can be deferred until a depression arrives, 
any increase in public work must, of course, be a net addition to 
the normal program which, in spite of decreased construction 
costs, requires an increase in public expenditures. But increasing 
public expenditures during a depression is a difficult matter; 
either taxes must be raised or the governmental unit involved 
must assume an additional debt. The public’s desire is all in the 
other direction. People want their taxes reduced. They want 
the public debt to be reduced to save interest charges. This was 
clearly the situation with state, county, city, and town govern- 
ments in the United States from 1930 to 1933. Whereas federal 
government expenditures for public works increased about $860,- 
000,000, the outlays by local governments for the same purpose 
declined about $3,800,000,000. In other words, the accumulated 
shortage in public works expenditures for all governmental units 
was about $3,000,000,000, the equivalent of an entire “normal” 
year’s work.^ Far from providing a net increase, the public 
works program as a whole was unable to maintain normal 
production. 

m. REMEDIES FOR OLD-AGE DEPENDENCY 

The Social Security Act attacks the problem of old-age depend- 
ency in two general ways. It establishes a federal system of 
contributory annuities for persons over sixty-five years of age 
and, through the granting of a subsidy, encourages the states 
to provide additional assistance for their needy aged. The two 
methods are quite distinct. The former provides cash benefits 
on a contract basis to all persons who have contributed to the 
fund in the past; the latter gives assistance to aged persons, 

‘ From a study by William Stanley Parker, printed in The Arehitectvral 
Record, May, 1937. 
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whether or not they were previously employed, but only if the 
need for assistance can be established. 

Federal Annuities. — ^Whereas the state old-age assistance 
plans are financed by state taxation and subsidizsed through fed- 
eral taxation, the federal annuities are paid for jointly by workers 
and employers. Through the Social Security Act, the federal 
government requires all employers except certain excluded ones to 
pay a tax on the wages of each employee receiving up to $3,000 
income per year, beginning with 1 percent in 1937 and increasing 
at intervals to 3 percent in 1949. To this is added a like amount 
which is deducted from the wages of the employee, and the whole 
is forwarded to the United States Treasury, where it is invested 
at interest and earmarked for paying annuities to eligible persons 
beginning in 1942. 

The amount of the annuity is equal to a certain percentage 
of a worker’s earnings while he is a member of the system. The 
monthly annuity is equal to: 

One-half of 1 percent of the first $3,000 of earnings, plus 

One-twelfth of 1 percent of the next $42,000 of earnings, plus 

One-twenty-fourth of 1 percent of earnings over $45,000. 

The monthly annuity, which may not be less than $10 or more 


Table 61, — Sample Monthly Annuities Payable under the Social 

Sbcuritibs Act 


Average monthly 
earnings 

Years of employment 

10 

20 

30 

40 

45 

$100 

$22.50 

$32.50 

$42.60 


$53.75 

150 

27.50 

42.50 

63.75 

msm 

65.00 

200 

32.50 

51.25 

61.25 

71.25 

76.25 

260 

37.50 

56.25 

68.75 

81.25 

85.00 


than $85, continues during the life of the annuitant. Refunds 
are provided in case the worker dies either before the annuity 
begins or so quickly thereafter that the total amount of the pay- 
ments received is less than percent of the total earnings on 
which he paid contributions. For example, a worker who earns 
an average annual income of $1,200 for 30 years after 1936 and 
before he is sixty-five will receive, upon attaining the age of sixty- 
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five, a monthly check for $42.50 for the remainder of his Ufe. If 
he should die after making contributions for 20 years, his 1^^ 
heirs would receive a refund of $840. If he should die ^ter with- 
drawing 10 monthly payments, his legal heirs would receive $415. 

IV. THE INDUSTRIAL INJURY PROBLEM 

Industrial Injuries. — Over a long period of years war has come 
to be regarded as the most destructive of all agencies, the acme 
of things horrible. Yet the workshop in a sense is more dangerous 
than the battlefield. Since our country has become an inde- 
pendent nation, fifteen times as many persons have been killed 
or injured in industry alone as have been lost in the nation's 
battles. The losses of war loom large for a time only, but the 
losses of everyday accidents accumulate with monotonous regu- 
larity. A mine explosion yesterday, a broken scaffold today, a 
plane wreck tomorrow — each makes its contribution to the 
appalling number of those injured annually. The direct financial 
loss has been estimated at billions of dollars yearly, while the 
indirect loss is beyond all calculation. In addition to the financial 
losses are the human suffering and misery that injuries occasion, 
the extent of which cannot be conceived, but which taken as a 
whole exert a tremendous effect upon the welfare of our country. 
Almost twice as many persons are killed in the United States, per 
million of population, as in France or Japan, more than twice as 
many as in Great Britain, and four times as many as in Denmark. 

The Cost of Injuries. — The average fatality cuts off 20 years 
of productive labor. This means that the country as a whole, 
on the basis of 19,000 fatalities per year, is deprived of 380,000 
man-years of labor because of each year’s fatal injuries. The 
serious permanent disabilities result, on the average, in a reduc- 
tion in earning capacity of nearly 50 percent. This is equivalent 
to the loss of some 350,000 man-years of labor. The less serious 
injuries account for probably 3,000,000 weeks of lost labor 
annually. All types of injuries taken together cause an annual 
loss of time of more than 280,000,000 working days. 

Occupational Diseases. — Workers also are exposed to disease 
hazards inherent in many occupations. There are some 700 
trades in which the worker is a prey to disease. Among the most 
common of occupational disease hazards are; lead poisoning, 
which may result in paralysis or insanity; arsenic poisoning. 
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encountered in the manufacture of pigments and paints; coal 
and other dusts, which encourage respiratory diseases; caxbon 
tetrachloride and benzol, encountered in the manufacture of 
rubber goods; and anthrax, caused by a germ present in the 
manufacture of leather goods and the preparation of furs. One 
of the occupational diseases which has attracted wide attention 
in recent years is silicosis, a respiratory infection contracted in 
mining, quanying, foundry and metal industries. The severity 
of the disease is attested by the fact that the average amount of 
each allowable silicosis claim in Wisconsin from 1920 to 1934 
was nearly sixteen times the average for all injury claims.^ 

Injury Compensation. — Germany provided the first injury com- 
pensation law in 1884. Great Britain passed a somewhat similar 
law in 1897, and other countries shortly did likewise. The first 
law in the United States was passed by New York in 1910. The 
courts declared this law to be unconstitutional because, it was 
argued, the employer was obliged to pay for injuries even though 
he was not at fault. It remained for the New Jersey legislature 
to find a way out of the difficulty. In 191 1 it passed a workmen’s 
compensation law giving both employees and employers the 
right to accept the law at their own option. The law provided, 
however, that if an employer did not accept the law he could not 
use the common-law defenses in damage suits. In time the 
courts came to recognize mandatory laws, although some of the 
laws are still elective. 

Employers* Liability. — The common-law defenses just referred 
to were the backbone of the employers’ liability laws that gov- 
erned the relations between an injured worker and his employer 
prior to the passage of compensation laws. The liability laws 
could be applied only through a court trial. The problem of the 
courts was to decide who was at fault, to center responsibility, 
and to make the guilty party assume the burden. The courts, in 
interpreting the liability laws, held that the employer was to 
provide a safe place of employment, safe tools and equipment, 
competent fellow workers, and adequate supervision. If he took 
th^e precautions, he was freed from the responsibility of acci- 
dents arising from (1) the worker’s own carelessness, (2) the 
negligence of fellow workers, (3) the ordinary risks of occupation, 
and (4) the extraordinary dangers of particular employments. 

* MontMy Labor Review, Vol. 44, No. 5, May, 1037, p. 1100. 
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If the employer, or the insurance company with which tlie 
employer had insured, could prove in court that the injury was 
due to any one of the points just mentioned, the injured worker 
or his dependents had little chance to receive compensation, how- 
ever meritorious the claim might be. Investigations in the 
Pittsburgh coal and steel district during the operation of employ- 
ers' liability laws in Pennsylvania disclosed the fact that in 
death claims over 50 percent of the families received not more 
than $100 compensation each and that, in such serious injuries as 
the loss of an arm or a leg, awards either were not made at all 
or were generally limited to a few hundred dollars in each case. 
Today, under workmen’s compensation laws, a death award of 
$6,500 is not uncommon, while awards for serious non-fatal 
injuries frequently range from $1,000 to $4,000. 

Scope of Injury Compensation. — Forty-six states have work- 
men’s compensation laws. Agricultural workers, domestic 
employees, casual workers, and public employees in a few states 
are exempted from the provisions of the laws. Employers hiring 
less than a stipulated number of workers are exempt in a majority 
of the states. 

The largest single group of laborers not eligible to workmen’s 
compensation is composed of transportation workers employed 
in interstate commerce. Injury claims of these employees are 
still heard in the courts, although the claims are judged on the 
basis of an employers’ liability law passed by Congress especially 
for transportation cases. This law reduces awards somewhat 
where workers are injured as a result of their own carelessness 
but they may obtain damages through court action in spite of 
the common-law defenses. 

Disability Benefits.~All but two of the states require a mini- 
mum duration of disability as a prerequisite to the payment of 
compensation benefits. This ‘‘waiting period ” varies from 1 day 
to 2 weeks, though over one-half of the states specify 1 week. 
Some of the states later compensate for this waiting period if 
the disability is found to be of suflicient duration. 

There is no agreement as to what percentage of the average 
weekly wage shall constitute the weekly award. It varies from 
50 to 70 percent for total disability, depending upon the par- 
ticular state in which the accident occurs. In Connecticut it 
is 50 percent; in Indiana, 55; in Iowa, 60; in Michigan, 66^. 
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Some states have different percentages for different degrees of 
disability, for different types of injuries, and sometimes for 
marital status and number of children. 

The benefit schedules are further complicated by the fact that 
all but about a half dozen of the states provide weekly maximum 
payments, such as $15 or $20 per week. In the majority of cases, 
these weekly maximum rates nullify the percentage provisions. 
Thus instead of receiving benefits equal to percent of his 
wages, the injured employee is more likely to obtain an amount 
equal to only about 40 percent of his wages. 

In all but seven states the amount which goes to the family 
of a man killed in industry is definitely limited. This limitation 
is based either on the total amount of the award, on the number of 
weeks during which it shall rim, or on both. Thus the death 
award may not exceed $5,000 in Indiana or $3,600 in Wyoming. 
The maximum number of weeks during which the award may 
continue is 312 in Connecticut, and 285 in Delaware. 

Finally, total disability benefits also are limited. In twenty- 
four states injury benefits for total disability cease after a given 
number of weeks such as 300 in New Hampshire. Moreover, 
there is usually a maximum limit on the total amount payable, 
as $5,000 in Maryland. 

Flat-rate Disability Schedules. — ^The majority of injuries are 
of the “permanent partial” type. With some exceptions, these 
injuries receive compensation on a prescribed flat-rate basis. 
That is, a fixed award is given for each injury regardless of the 
age, occupation, or previous training of the disabled worker. 

If an Ohio worker, for example, should have his arm taken off 
at the shoulder, he would receive two-thirds of his average weekly 
wage for a period of 215 weeks, whether he is twenty years of age 
or sixty years of age, or whether he is a laborer or a skilled 
mechanic. The amount of the award is qualified by the inclusion 
in the law of the provision that the maximum weekly award shall 
not exceed (1) 66% percent of his average weekly wage, or (2) 
a total of $18.75. This means that if a skilled mechanic who 
received $45 per week were to be injured, his weekly award would 
not be (66% X $45)/100 = $30, but only $18.75. 

The study from which Table 62 was derived also showed two 
significant facts. First, the older a worker is, the greater, on 
the average, will be his loss of earning power resulting from any 
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Tablb 62. — AvxBAaiD Loss of Earnino Powxr akd Waan' Awasr aoa 

Sblbctbd Injxtbibs* 


Type of 
injury 

Number 
of cases 

Loss of earning power 

Award 

Per- 

cent 

Index 

(arm =* 100) 

In 

weeks 

Index 

(arm 100) 

Arm 

i 

127 

46.6 ! 

100.0 

200 

100.0 

Leg 

87 

54.9 

117.8 

175 

87.5 

Hand 

180 

36.2 

77.7 

150 

75.0 

Foot 

104 

40.1 

86.1 

125 

62.5 

Eye 

98 

17.4 

37.3 

100 

50.0 

Fingers 

127 

20.6 

44.2 

78 

39.0 

Thumb 

53 

4.3 

9.2 

60 

30.0 

Minor 

44 

2.6 

5.6 

27 

13.5 

All types 

820 

31.6 

67.8 

127.7 

63.85 


♦ Boweks, E. L., “ Is It Safe to Work?” Poliak Foundation for Economic Research* 19d0, 
p. 45. 


particular injury. The average loss of earning power for persons 
under thirty years of age is only about one-half of what it is for 
those over fifty years of age. Second, unskilled workers suffer 
a greater loss of earning power than skilled workers. On the 
average, unskilled workers sustain a loss from serious injuries 
of 54 percent of earnings, while skilled workers lose only 22 
percent. 

The Prevention of Industrial Accidents. — ^The Committee on 
Elimination of Waste in Industry, of the Federated American 
Engineering Societies, came to the conclusion that: 

Experience indicates, and authorities agree, that 75 percent of this 
accident loss could lx; avoided. This would mean a saving of 1250,000,- 
000 yearly to employers, and a saving of $500,000,000 yearly to 
employees.^ 

Since the number of accidente shows little if any decrease year 
after year, except when the number of workers is greatly reduced 
through unemployment, the insistence on the part of recognized 
authorities that the accident rate could be sharply reduced invites 
inquiry as to more effective means to prevent deaths and injuries. 

Some companies have reduced their accident rates. For 
example, the Oliver Iron Mining Company reduced its accident 

^ “Waste in Industry,” 1921, p. 832. 
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rate 73 percent in 1 year. The Bethlehem plant olf the Bethlehem 
Steel Company reduced the number of days lost per worker 
because of accidents 66 percent in 1 year. The Westinghouse 
plant in Pittsburgh operated 69 years with only twelve fatal acci- 
dents, and Henry Ford has operated his huge Highland Park 
plant for as long as a year without a single fatal accident. 

Workmen’s Compensation Laws and Accident Prevention. — 
When workmen’s compensation laws first were passed, it was 
expected by some persons that they would reduce accidents to a 
negligible number. This anticipation has not been realized. 
The supposition was that the safe firm would have lower rates 
than the unsafe firm. Premiums were to be determined on a 
merit basis in either of two ways. One way would be by means 
of schedule rating, which starts with a given basic rate, as $1 
for each $100 of pay roll. The basic rate is then moved upward 
as the employer fails to comply with the physical safety standards 
required and is moved downward as he complies with these 
standards or takes additional positive steps to reduce accident 
hazards still further. Experience rating differs from schedule 
rating in that it is based upon known past, rather than upon 
expected future, performance. The basic rate is the minimum 
rate until the injury experience of the plant is known. Future 
premiums then will be “corrected” to make them harmonize 
with the plant’s actual injury record. 

Even on a merit basis the compensation system has not been 
able to reduce injuries to the desired level. The cost of insur- 
ance premiums averages about 1 percent of the sales price 
of the article produced. By merit rating this average may be 
increased to about 1^/i percent or lowered to tliree-fourths of 1 
percent. This variation is insufficient to overcome the cost of 
other factors which tend to increase the number of accidents. 

V. THE ILLNESS PROBLEM 

The illness problem is accentuated by the fact that the costs of 
medical care and loss of wages are unevenly distributed and 
unpredictable. The Committee on the Costs of Medical Care 
found’ that whereas 80 per cent of families in low-income groups 
kept their medical service costs under $60 a year, 2.5 percent 

^ Committee on the Cost of Medical Care, op. dt., pp. 16 and 17. 
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were charged between $250 and $500 a year, and 1 percent were 
charged over $500 per year. 

The leading foreign countries have established far-reaching 
plans for dealing with sickness. In Germany, for example, after 
the third day of sickness, half wages are paid for a period not 
to exceed 26 weeks. Employers pay one-third and workers two- 
thirds of the cost, and the government meets certain administra- 
tive expenses. In Great Britain all manual workers between the 
ages of sixteen and seventy are provided with sickness insurance, 
three-fourths of the cost of which is met jointly by the employers 
and employees, while the remainder is paid by the government. 
The worker may insure in a friendly benefit society, a trade union, 
or a private company. 

Until a few years ago, the only concerted action in the United 
States to provide financial assistance during periods of illness 
was found in fraternal and trade union sickness funds, special 
benefit schemes of a relatively few corporations, and sickness 
policies issued by insurance companies. Recently, a number of 
group hospitalization plans have been started, whereby in return 
for a fixed monthly or annual contribution a group of physicians 
associated with a clinic or hospital agrees to provide a designated 
amount of medical service to an individual or a family. A 
number of health insurance bills have also been under considera- 
tion by state legislatures. Most of them provide for joint con- 
tributions by employers and employees and provide for dual 
benefits — limited medical fees and maintenance funds during 
illness, both for the insured worker and for members of his family. 
The movement for health insurance of some sort is growing 
steadily. 

Problems 

169 . Newspaper item: “Three men killed in factory explosion; company 
is not held to be negligent.” On the basis of this case, show that workmen’s 
compensation insurance is better than employers’ liability for both worker 
and employer. 

160 . The X corporation employs 1,000 men in its farm-implement factory. 
It installs new machines, discharges 500 workers, and at the same time 
increases its profits $200,000 per year. 

а. Should the X corporation be held responsible for the welfare of the 
500 unemployed workers? 

б. Should the X corporation share its increased profits with the diaplft ee d 
workers? With the men still employed? 
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IM. “Any company could avoid laying oS its workman if it could sell its 
products at lower prices. Therefore it is in the interest of the social welfare 
that the government subsidize certain firms so that their labor fon^ may 
continue without Buffering unemployment." Discuss. 

162. X, who will be twenty>five years of age in 1940, goes to work in 1940 
for Y motors, a company covered by the federal old-age pension system. 
X retires at sixty-five, after being continuously employed by Y motors at an 
average annual salary of 63,000. 

o. CJompute X’s monthly pension. 

h. What total sum will he have received if he dies at eighty years of age? 

c. What sum will his family receive if he dies at sixty years of age? 

163. Contrast the method of helping people on a needs (means) test basis 
with the method of paying them benefits “as a matter of right," in respect to; 

o. First cost in money. 

6. Long-run total cost. 

c. Encouragement to thrift. 

<2. Difficulties of administration. 

164. “ A guaranteed annual wage {i.e., $25 per week for 50 weeks— it need 
not be the same for every employee, employer, or industry) is the ‘best’ 
solution to the problem of unemployment.” Argue pro or con, indicating 
particularly just how the plan would or would not work. 

166. What are the effects of the introduction of machine methods upon 
wages and the volume of employment? Are engineers partly responsible 
for technological unemployment? Should we not have a lO-year mora- 
torium of invention and machine development to allow employment to catch 
up with science? 
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CHAPTER XXV 

PUBLIC EXPENDITURES AND TAXATION 


That public expenditures and taxation are problems which 
every society must face is illustrated by the old adage that 
“nothing is certain but death and taxes." This belief in the 
inevitability of taxes, well founded as it is, is in part responsible 
for the general lack of understanding on the part of most people 
concerning the nature of public expenditures and the efficiency 
and justice of the tax system. Many persons in the lower income 
groups are the victims of this lack of understanding. They are 
inclined to believe that they benefit greatly from government 
expenditures without paying much in return, while the rich are 
assessed heavily for these expenditures. This is far from true, 
however. Every time a person buys a package of cigarettes, for 
example, he pays from 6 to 8 cents in taxes — more than four 
times what the farmer gets for the tobacco; several times more 
than labor gets for making the package; frequently half of the 
whole price. Every time one uses motor transportation facili- 
ties he pays a tax — 3 to 8 cents a gallon on gasoline. 

The problems of public expenditures and taxation are of vital 
concern to everyone. On an average, every person in the United 
States pays about $100 a year in taxes; in 1936 a total of perhaps 
$12,500,000,000 was collected by the federal, state, and local 
governments, an amount equal to about one-fifth of the total 
national income. 

As was pointed out in the first chapter, the advances in tech- 
nology have changed the United States from an agricultural to 
an industrial economy. Accompanying this change has been a 
corresponding shift in importance and power away from local 
governmental units to the state and federal governments. This 
shift has left us with some 175,000 different taxing and spending 
jurisdictions in our governmental structure. The pressing prob- 
lem now is to decide what functions should be performed by 
government and by what units of government. This chapter 
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will be concerned with the growth in public expenditures and the 
necessity for them, with the various federal, state, and local 
revenue systems and with some of their implications for economic 
life. 



1890 1913 1928 1936 


i/y/A tjocal mH Federal 

Fio. 61. — Comparative per capita expenditures of local, state, and federal 

governments for selected years. ^ 

L PUBLIC EXPENDITURES 

Increase in Public Expenditures. — Some conception of the 
steady increase in public expenditures may be obtained from 
Fig. 51. The per capita expenditure for 1936 was almost twelve 
times that in 1890. This increase has been most marked in the 

^National Industrial Conference Board, “Cost of Government in the 
United States,” 1930; Twentieth Century Fund, Inc., “Facing the Tax 
Problem,” 1937. 
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case of federal and state governments, each one spending about 
fourteen times as much per capita as in 1890. Local governments 
spent about nine times as much per capita in 1936 as in 1890. 
The greatest increase in recent years, however, has been in federal 
expenditures. These increased from about $40 per capita in 
1928 to about $70 per capita in 1936. The next largest increase 
occurred in local expenditures, which advanced from $26 per 
capita to $46 per capita in the same period. State expenditures, 
on the other hand, increased from $13 to $21 per capita in this 
period. These increases in expenditures, it should be noted, are 
not adjusted for changes in price levels. 

Causes of Increase in Public Expenditures. — Although a small 
part of this great increase in public expenditures may be attrib- 
uted to ineflSciency and corruption in the handling of public 
funds, most of it is due to the great increase in the number and 
cost of the functions which the government performs for its 
citizens. Some of these functions, such as emergency relief, 
probably are of a more or less temporary nature, but the majority 
are permanent activities whose number and magnitude may be 
expected to increase rather than diminish as time goes on. A 
large proportion of the increase in state expenditures between 
1890 and 1936, for instance, was due to the invention of the auto- 
mobile, with the consequent need for roads, bridges, safety 
measures, and other facilities. The increased demand for educa- 
tion is another significant factor in the rise in expenditures. 

The additional functions demanded of government depend on 
the degree of concentration of population. A city of 500,000 not 
only demands all the services that one of 100,000 requires but also 
a number of others. Whereas the average government cost in 
1936 of cities in the United States with from 100,000 to 300,000 
inhabitants was $44.13 per capita, the cost for cities with from 
300,000 to 500,000 inhabitants was $66.27, and for cities with 
more than 500,000 inhabitants, the per capita cost was $79.12. 

Since 1932 an increasingly large proportion of the expenditures 
of the federal government has gone for “recovery and relief" 
purposes. So important has this new t3rpe of expenditure become 
that it accounted for over half of all federal expenditures in 1934. 
Nevertheless it is well to keep in mind that so-called “depression ” 
expenditures usually fall far short of war expenditures. In the 
period from 1917 to 1919 the United States government spent 
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Tabud 63. — Govbbmuxnt Rbcovxbt and Rxunr ExPBNDmnuDs 
Statbo ab a PBBCBarrAOB or Total Fkdkral Qovsbnmbnt 
ExPENDiTtnoBS, 1932-1936* 


Year 

Recovery and relief 
expenditures (in 
thousands) 

Percentage of 
total expenditures 

1932 

$ 892,735 

17.3 

1933 

1,276,796 

22.8 

1934 

4,002,398 

56.3 

1935 

3,656,530 

49.5 

1936 

3,290,928 

35.2 


♦ •‘Statistical Abstract of the United States,” 1937, p. 136. 

about 30 billion dollars, principally for war purposes, an amount 
nearly three times as great as the expenditures for recovery and 
relief purposes in the period from 1934 to 1936. 

War Expenditures. — A large proportion of federal expendi- 
tures, other than those for recovery and relief programs, is for 
war purposes. In 1937 the war and navy departments spent 
$628,348,000 and $556,884,000 respectively and still greater 
expenditures were undertaken in 1938 and planned for 1939. 
Interest on the public debt, a part of which is attributable to 
past wars and to preparation for future wars, amounted to 
$866,384,000. The Bureau of Pensions and the Veterans’ Admin- 
istration spent $1,137,310,000, of which $556,665,000 were 
Adjusted Service Certificate Fund payments. Year after year, 
war consumes upward of 75 percent of all ordinary (as distin- 
guished from recovery and relief) expenditures. 

Table 64. — Expendituebs, Reventtes and Deficits of the Federal 

Government, 1931-1936* 

Year Expenditures Revenues Deficits 

1931 $4,092,000,000 $3,190,000,000 $ 902,000,000 

1932 6,154,000,000 2,006,000,000 3,148,000,000 

1933 6,143,000,000 2,080,000,000 3,063,000,000 

1934 7,105,000,000 3,116,000,000 3,989,000,000 

1935 7,376,000,000 3,800,000,000 3,576,000,000 

1936 8,879,798,000 4,115,956,000 4,763,842,000 


♦ “Statistical Abstract of the United States,” 1937, pp. 183-164. 
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Federal Deficits and the Growizig National Debt. — Not since 
1930, when a relatively small surplus of 173 million dollars was 
realized, has the federal government collected revenues in excess 
of expenditures. The federal government, and some of the 
state and local governments, faced with increasing demands for 
more and more expenditures, and being unable to increase tax 
revenues in the same proportion, were obliged to finance deficits 
through borrowing. Figure 52 shows the rapid rise in the national 
debt in 1917 due to war demands; the gradual decline in the 
debt from 1919 to 1930, as prosperous business conditions per- 
mitted heavy tax collections; and the resumption of debt growth 



Fig. 62. — United States interest-bearing debt outstanding. » 

in 1931, as the depression simultaneously reduced revenues and 
increased expenditures. 

Economic Effects of Government Borrowing. — When a govern- 
ment borrows funds to defray part of its expenses, sometimes 
the complaint is raised that in so doing it is “saddling future 
generations” with the burden of the debt. This is clearly the 
case when funds are borrowed abroad and repaid by the children 
of today’s spenders. Future generations also feel the effects of 
debts when the money is borrowed at home. In another sense, 
however, the cost of expenditures is met prior to or at the time the 
money is spent by the government. When the debts are repaid 
in the future, the bondholders receive money from those who 
pay taxes. Thus there is a redistribution of income, but not a 
diminviion in income, unless government spending is less effective 
than private spending. 

^ '‘Statistical Abstract of the United States,” 1937, p. 200; Federal Reeerve 
Btdletin, April, 1938, p. 310. 
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Although the cost of a war or of a depression niay be borne by 
those who live at that particular time and is not passed on to 
future generations, there is considerable difference in the eoo~ 
nomic effects of government borrowing during a period of war 
and during one of economic depresaon. In a period of war the 
money is used to buy ir^truments of war which are destroyed in 
the process of conducting the war. Men and materials are 
diverted to the construction of goods which probably will be 
destroyed in military operations. In a period of economic 
depression, however, men and materials usually are not diverted 
from their ordinary occupations by government expenditures 
but, except in the case of direct relief, they are put to more or 
less productive work, and the resulting buildings, bridges, parks 
and so on, may be regarded as so much additional national 
wealth. 

Nevertheless the large and growing national debt is causing no 
end of discussion. Some persons feel that although the debt is 
very large, it is still smaller, comparatively speaking, than the 
debts of most other countries and that, once a genuine wave 
of prosperity appears, a rising national income will make possible 
a sharp reduction in the amount of the debt, such as occurred in 
the decade ending with 1929. Other persons, on the contrary, 
point out that despite fairly good economic conditions in 1936 
and the first half of 1937, little progress was made toward 
“ balancing the budget,” which is a prerequisite to debt reduction. 
They contend that the debt will become so large that the govern- 
ment's credit eventually will be impaired and that resort will be 
had to various inflationary measures; that if the debt cannot be 
reduced absolutely it can relatively, through the device of raising 
prices while the debt structure, at any given period of time, is a 
fixed number of dollars. In other words, it is contended, the 
government will be obliged to join other debtors in their advocacy 
of cheap money. 

Since the size of any government debt depends upon two vari- 
ables, expenditures and revenues, the future trend in the amount 
of the debt will necessarily depend upon the income yield from 
existing taxes, the possibility and desirability of devising new 
revenue measures, the demand for government services in the 
future, and the extent to which the government is willing to 
meet this demand. In the final analysis, the public debt ques- 
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tion is governed by what the voters feel to be the proper activities 
of government, which are reflected in the control of publie 
expenditures. 

The Proper Activities of Government. — In any form of govern- 
ment, and especially in a democracy, it is necessary that the 
electorate take an active and intelligent interest in the problem 
of public expenditures. Most people, however, tend to be less 
concerned with determining what activities of government may 
properly be expanded or what additional activities may be 
undertaken than with reducing the cost of the existing activities 
or eliminating certain activities altogether. While the problem 
of economy is important and must not be forgotten, it should not 
be pursued so far that necessary and beneficial services are 
discontinued or impaired. It is very difiicult, however, to deter- 
mine just what governmental services and functions are neces- 
sary and how far they should be carried. Certain functions, such 
as police protection, public health services, highways, and edu- 
cation are generally conceded to be the province of govern- 
ment. Others, such as relief, social insurance, minimum wages, 
or maximum hours, are believed by some to be no concern of 
the government. Among those who favor such activities on the 
part of government, there is considerable difference of opinion as 
to whether they should be undertaken by the federal government 
or by the individual state governments, although the trend is 
toward an increase in federal government activity. 

While no adequate test for the proper activities of government 
has yet been devised, the problem may be considered from the 
standpoint of diminishing utility. One might say that money 
should be diverted to governmental use as long as the net satis- 
faction derived therefrom is greater than it would be if the 
expenditure remained in private hands. On this basis, govern- 
mental expenditures should be so arranged that approximately the 
same satisfaction is derived from the last unit of expenditure in 
all activities. Both these tests admittedly are hard to apply 
with any degree of accuracy. This is true because no absolute 
measures of utility or satisfaction exist. In spite of this difli- 
culty, however, voters and legislators constantly are being called 
on to decide whether expansion of governmental activity in one 
or more directions is desirable. The increasing specialization of 
industry and the consecjuent concentration of population con- 
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tinuaUy create new social problems which seem capable of solu- 
tion only by collective action. In addition to these new problems, 
there seems to be an increasing conviction on the part of many 
people that society is responsible for conditions which formerly 
were the concern of individuals. Thus the problems of unem- 
ployment and old-age dependency are npw in this category, 
whereas a few years ago there was little attempt on the part of 
governmental units (other than local relief agencies) to provide 
relief for those adversely affected. 

The Control of Public Expenditures. — member of Congress 
is said to have stated his policy regarding taxation and expendi- 
ture as follows: “I never vote against an appropriation bill or 
for a tax bill.” This is typical of many people's attitude toward 
public funds — they want the benefits of government services and 
want to see them enlarged, but they do not want to pay for them. 
With the increasing emphasis on social legislation and the need 
for the extension of governmental activities, it must be kept in 
mind that these added activities must be paid for out of taxa- 
tion. The government cannot continue indefinitely to meet its 

emergency expenditures” by borrowing; it must balance its 
budget eventually and begin redeeming its debt. 

One of the significant problems in an advancing society is to 
know when to undertake new functions and to dispense with the 
old. Dispensing with the old is difficult in a governmental 
system run on the basis of patronage. Although many people 
see that many governmental divisions and functions necessary 
in an agricultural economy, such as the township and its officials, 
are unnecessary with modern means of communication and 
methods of living, yet they are reluctant to take steps to dispense 
with them. A set of “vested interests” which is difficult to 
eliminate grows up with the jobs. One of the most fruitful fields 
of reform for the engineer is in local government. He is an 
expert in efficiency and can point out ways of economizing by 
combining functions and divisions. 

n. TAXATION 

Funds to carry out governmental programs may be obtained 
in several different ways. The government may print its own 
money (only the federal government may do this), it may borrow 
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money, it may operate certain industries and secure profits from 
them, it may collect specific charges (fees) for certain services, 
or it may resort to taxation. No matter which way is used, 
however, the people pay in the end, the only difference being 
that th^ methods do not affect all economic groups in the same 
way. When a government resorts to printing money to defray 
its expenses, for instance, it competes with the rest of the people 
for the products and services which it requires. In so doing it 
raises the prices of those goods and forces its citizens to pay 
higher prices than otherwise would be necessary. Those affected 
by the higher prices contribute indirectly, but just as effectively, 
to the support of the government as if they had been taxed in 
the first place. While government borrowing usually means 
that taxation is deferred until the future, it may also, as will be 
indicated in a later section, affect the income of the people at the 
time the borrowing occurs. At the present time, very little 
revenue is secured by any of the divisions of the government of 
the United States through operating industries. A few localities 
derive some net income from operating public utilities but, with 
the exception of income from municipally owned water works, 
the amount is insignificant. The most important source of 
public revenue is taxation. 

A tax is a compulsory contribution or payment to defray the 
expenses of governments undertaken in the common interest, 
usually imposed without reference to special benefits and some- 
times levied for non-revenue purposes. Taxes used for non- 
revenue purposes may not produce any revenue if the object of 
the government in levying the tax is to prohibit something. For 
example, a high protective tariff duty may have been designed to 
prohibit the importation of foreign goods. Again, a tax may 
be used as an instrument for social control and other non-fiscal 
purposes. For example, the federal taxing power is being used 
to induce the states to collect death taxes and to levy contributions 
for unemployment insurance. Since taxes usually are levied 
without special reference to the benefits obtained, it is inevitable 
that there are differences of opinion concerning the justice of any 
tax. The problem of a governmental unit with regard to taxa- 
tion is to devise a .system which will provide the necessary 
revenue with a minimum of collection expense and which will be 
as equitable as possible. 
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a Balanced Tax System. — The type of tax system which a 
governmental unit must adopt depends primarily on the nature 
of its expenditures. Government expenditures are sometimes of 
such a nature that they cannot be reduced during periods when 
the burden of taxation is apt to be greatest. In a period of 
economic depression, for example, govemtnents find that new 
expenditures, such as those for unemployment relief, may out- 
weigh any savings in regular expenditures. If one t3T)e of 
governmental unit does succeed in reducing total expenditures, as 
was true of local governments after 1930, it may do so in part only 
at the expense of other governmental units. Thus some of the 
burden of relief expenditures was transferred from local to state 
governments and later to the federal government. The first 
requisite of any tax system is that it produce revenue when 
needed. 

In addition to producing revenue as needed, a sound tax sys- 
tem should be economical to operate; it should be as simple in 
structure as possible; the amount which a person is to pay in 
taxes should be known definitely and not subject to whim; and 
the time and place of tax payments should be convenient for 
the taxpayer. With the growth in public expenditures, another 
principle of taxation, that of equity, has become increasingly 
important. To say that a tax system is equitable means that 
the burden of taxation is distributed over the population accord- 
ing to some generally accepted standard of justice and fairness. 
Some of these standards will be discussed in the next section. 

Frequently there is a conflict between the principles of justice 
and fairiw'ss and the n(‘cessity for additional revenue. Certain 
taxes, such as the income tax, are considered very just, but do 
not yield a steady stream of revenue, and may yield the 
minimum amount when the need is greatest. A balanced tax 
system must supplement such taxes with others which will 
maintain the total volume of revenue at the desired level. 
Largely as a result of the depression beginning in 1929 general 
sales taxes have been adopted in over half the states. While the 
sales tax is one of the most inequitable taxes, it does have the 
advantage of yielding a large revenue with relatively small 
administrative costs. 

Distribution of the Burden of Taxation. — Discussion of prin- 
ciples of justice and equity in distributing the burden of taxation 
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usually centers around two principles; the benefit principle and the 
aJbilUy-'to-pay principle. The benefit theory maintains that taxes 
should be imposed in accordance with the benefits received from 
public expenditures. Thus one who benefited greatly from the 
services of government would pay a large amount in taxes, and 
one who received few benefits would pay only a small amount. 
While this principle seems fair, it is almost impossible to apply 
it in practice. The first difficulty is that it is not easy, if at all 
possible, to measure the relative benefits which the different 
members in a governmental unit receive from its operation. The 
second difficulty is that even if benefits could be determined, 
those who receive the greatest benefits might be unable to pay 
for them, while those who receive the least benefits might be 
better able to perform the services themselves. As a result of 
these difficulties, the benefit principle is used very little in deter- 
mining the distribution of taxes. 

The second principle, that of ability to pay, is the most com- 
monly accepted one. This principle seems relatively simple, but 
actually it is not, because it is difficult to measure accurately 
the ability to pay. What should be the test of ability? The 
test first applied was that of property. This was satisfactory as 
long as most people derived their incomes from property. As 
the industrial system developed, however, an increasingly large 
proportion of the people began to secure large incomes without 
holding property. This was especially true of the professional 
classes and those having executive positions in corporations. The 
growth of the corporation also brought an increasing amount of 
personal property as distinct from real property. Personal 
property, being movable, was not easily assessed and was fre- 
quently concealed. Intangible personal property in the form 
of stocks, bonds, mortgages, and so on, often yielded large 
incomes. As a result of these developments, income as a measure 
of ability to pay taxes has been receiving increasing attention 
from economists and government officials alike. 

One’s income alone, however, is not an accurate indication of 
his ability to pay taxes. A bachelor with a $25,000 a year income 
is more able to pay taxes than a married man with five children 
who has the same income. Even if the two men had families of 
the same size, but one received $25,000 as income from property 
and the other from working as manager of a plant, their ability 
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would not be equal. The first man would be under little or no 
obligation to provide for his future, while the second would. 

If one accepts the ability-to-pay principle, the question of jus- 
tice is not settled until some measure of relative ability is decided 
upon. Is a man with an income of $100,000 ten times as able to 
pay taxes as one with an income of $10,000? In practice, this 
problem is compromised by progressive taxation. Progressive 
taxation rests on the assumption that as one’s income increases, 
his ability to pay taxes increases more than proportionally; but 
how much more is, and probably will remain, a matter for debate. 
This principle of progressive taxation may be seen in the federal 
income tax. 

The Federal Personal Income Tax. — ^To determine the annual 
taxable net income, the federal personal income tax law first per- 
mits a personal exemption from gross income of $1,000 for a single 
person and $2,500 for a married couple or the head of a family. 
For each dependent^ an additional exemption of $400 is permitted. 
Thus a husband and wife with two children could claim an exemp- 
tion of $3,300. For purposes of the normal tax, there is per- 
mitted an additional earned income (income derived from personal 
efforts rather than from investments) exemption equal to 10 per- 
cent of earned income not exceeding $14,000 per year. If the 
family above had an income of $5,000 a year, the earned-income 
exemption would be $170 = ($5,000 — $3,300 X 10 percent). 
The total tax payable to the government would be $61.20 = 
($5,000 — $3,470 X 4 percent normal rate.) This particular 
family is not required to pay a surtax, because the net income to 
which this part of the tax is applied excludes the $3,300 personal 
and dependents’ exemption and an additional exemption of $4,000, 
which would not make the surtax applicable unless the total net 
income after all exemptions was in excess of $7,300. For those 
families and persons with incomes high enough to be charged the 
surtax, the rates run from a low of 4 percent on surtax net incomes 
from $4,000 to $6,000 per year to a high of 75 percent on that part 
of the surtax net income in excess of $5,000,000 per year. 

The Taxing of Profits. — In 1917 an excess profits tax was levied 
to enable the government to augment a much needed emergency 
Income from rising profits due to war activity. Although the tax 

^ A dependent is a person under eighteen years of age or one incapable of 
self-support on account of m^tal or physical deficiency. 
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proved to be an important source of revenue it was repealed in 
1920, and it was not until 1933 that another excess profits tax law 
was passed. This tax has produced very little revenue, largely 
because corporations “have preferred to set a relatively high 
value on their stock, thus paying a substantial capital stock tax 
but avoiding the excess profits tax.“^ 

Partly as an important new tax revenue measure, partly “as 
an instrument of social reform which would permit the govern- 
ment to attack the weighty problems of economic instability, 
corporate abuses, and inequalities of income taxation,"® Congress 
in 1936 passed the highly controversial undistributed profits tax. 
This tax was levied on the profits of corporations which were not 
distributed to stockholders during the year in which they were 
earned. The rates were progressive and ranged from 7 percent 
on that part of the undistributed net income not in excess of 10 
percent of the net income, to 27 percent on that part in excess 
of 60 percent. The 1938 Revenue Act levies what is in effect® a 
flat 163^ percent tax on all corporation profits plus only a 2}^ per- 
cent surtax on profits which arc not distributed. Although the 
act reduced the taxes on undistributed profits, it increased the 
taxes on capital gains, i.e., gains from the sale of such assets as 
securities and real estate, not held for sale in the ordinary course 
of business. 

The undistributed profits tax has created no end of argument 
and misunderstanding. The proponents of the tax have con- 

^ Twentieth Century Fund, Inc., “Facing the Tax Problem,” 1937, pp. 
491^92. 

* Bcxhler, Alfred G., “The Undistributed Profits Tax,” McGraw-Hill 
Book Company, Inc,, 1937, p. 3. 

* Actually, the tax for corporations with large incomes is computed as 
follows; “The adjusted net income is first computed by deducting from the 
net income any interest received on government bonds. A tentative tax 
is then determined by taking 19 percent of the adjusted net income. From 
this tentative tax is then deducted the sum of (o) percent of 85 percent 
of the amount of dividends received from domestic corporations, and (6) 

percent of the amount of dividends paid and other so-called dividends 
paid, credit items provided in the Act, but not to exceed 2 )^ percent of the 
adjusted net income. . . . Corporations with net incomes of $25,000 or 
less are treated as special class corporations and are taxed at graduated 
rates which are lower than for corporations reporting larger incomes.” — 
From Donaldson, Elvin F.: “Business Organization and Procedure,” 
McGraw-Hill Book Company, Inc., 1938, Chap. XIII. 
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tMided that its purpose, adde from the additional ^revenue which 
it yields, “is to put ccnporate stockholders on the same income 
ImcDS as partners or in^vidual owners of business concerns.’’* 
Further, that the forced distribution of earnings is necessary if 
“an equilibrium between productive capacity and purchas- 
ing power — that is, between saving and spending — ^is to be 
maintained.”* 

The critics of the undistributed profits tax, among whom are 
most of the country’s leading tax experts, take exception to this 
type of tax on many grounds. They deny most of the underly- 
ing assiunptions of the tax, particularly the one which attributes 
depressions to the failure to transfer profits to stockholders, who 
are alleged to spend the money quickly as consumers. On the 
contrary, the opponents of the tax argue that if corporations are 
not permitted to pile up large reserves in good times and are 
forced to distribute earnings as they are created, the result will 
be to intensify future depressions with an increase in hardships 
for everyone. 

The Federal Revenue System. — ^The most important sources 
of tax revenue of the major divisions of government in the United 
States (federal, state, and local) for 1937 are shown in Fig. 63. 
By far the most important source for the federal government is 
the income tax, both on corporation incomes and on personal 
incomes. Next in order of importance are the taxes on liquor 
and tobacco. These are followed by the pay-roll tax and cus- 
toms. That portion of the pay-roll taxes which represents unem- 
ployment insurance premium payments, however, is returned to 
the various states, except for the amount necessary to administer 
the social security program (see Chap. XXIV). While receipts 
from customs make up only a small part of the federal revenue 
at the present time, they were almost the only form of revenue 
during the first years of the government’s existence. Death 
taxes, together with gift taxes, are a means of redistributing 
wealth as well as of securing revenue. 

Of the various federal taxes, the income tax conforms most 
closely to the requirements of a sound and fair tax. The taxes 
on tobacco, liquor, and gasoline, while simple and easy to collect, 
are regressive taxes in their effects and bear most heavily on 

^ “Facing the Tax Problem, op. cit., p. 464. 

*Ihid., p. 469. 



524 


ECONOMIC PROBLEMS 


those with low incomes. Since the income tax is the most 
important single source of revenue (yielding over 30 percent of 
the total federal revenue), the federal tax system is not sufficiently 
elastic to provide for the increase in funds required by a period of 
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Fio. 63. — Sources of tax revenue in the United States, 1937.* 

economic depression. As a result, the government was forced to 
borrow during the depression beginning in 1929. 

Tariffs consist partly of protective duties and partly of revenue 
duties. Tariff duties may be so high as to prohibit importing, 
or just high enough to prohibit some importing, in which case 
protection and revenue can be combined. 

* “Pacing the Tax Problem,” op. eit., p. 11. 
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State Revenue Systems. — One of the most significant features 
of state taxation systems for the engineer is the proportion for 
which the automobile is responsible. If motor vehicle taxes 
and gasoline taxes are combined, they form the largest sia^ 
item in state revenues. While the automobile has greatly 
increased the expenses of state governments with the need for 
roads and traffic control, it has also provided more than enough 
revenue for these purposes. Next to the taxes on motor vehicles 
and gasoline, the sales tax is the largest source of revenue. It 
is significant that income taxes account for only a small propor- 
tion of state revenue. 

State tax systems are generally regressive in nature, with 
the exception of the income tax. The taxes on motor vehicles 
and gasoline are thought to be quite fair as long as the money is 
spent for roads and other purposes of benefit to motorists. As 
a matter of fact, however, the use of these taxes for non-highway 
purposes may be equally justifiable, since the taxes disregard the 
ability-to-pay principle anyway. The general sales tax, as was 
pointed out in an earlier section, is a regressive tax in its effects, 
even though the rates are not regressive. The sales tax can be 
made less obnoxious to those with small incomes if basic neces- 
sities are exempted or if the tax is limited to selected commodities 
which are purchased mainly by persons with higher incomes. 

Local Revenues. — As is indicated in Fig. 53, almost all local 
revenues are derived from property taxes. This is a carry-over 
from the early part of the country’s history. When the country 
was settled and developed and units of government established, 
the local units of villages, townships, and counties were the most 
important, and property in land was the only available source of 
revenue. One of the important problems facing people at the 
present time is that of overhauling and modernizing local gov- 
ernment structures and tax systems. While it was necessary 
to have small governmental units with independent taxing 
powers when the nation was chiefly agricultural, this need has long 
since passed and few of these units now serve a useful purpose. 
One of the most fruitful fields for practical economic reform today 
is that of consolidating local governmental units. 

The Shifting and Incidence of Taxation. — Some taxes are 
direct; others are indirect, the burden being shifted to a second, 
third, or even fourth party. It is sometimes difficult to deter- 
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mine who actually pays a tax. Yet the question of ^'incidence’* 
is extremely important, because it indicates who actually is 
meeting the government’s expenses. A tax may be levied upon 
one group, only to be shifted to another, contrary to the expecta- 
tions and hopes of the lawmakers. 

During the World War the federal government levied a pro- 
gressive excess profits tax on corporations. When the war was 
over, the tax was removed because there was a strong sentiment 
against it. One of the arguments advanced in favor of its removal 
was that such action would correspondingly lower prices to the 
consumer. The repeal of the tax was advocated, for example, 
because it was claimed that this action would enable automobile 
manufacturers to reduce the price of automobiles. 

This conclusion does not coincide with the analysis of price 
determination given in earlier chapters. Automobile prices, like 
other prices, will drop because of an increase, or exi>ected increase, 
in the supply or because of a decrease in the demand. An excess 
profits tax will have no effect upon demand. Will it affect sup- 
ply? It will not put non-profit-making concerns out of existence. 
If a concern making profits were to curtail operations, it would 
not be obliged to pay so much in taxes, but its remaining profits 
after pa3dng the smaller tax would be reduced still further. 
Generally speaking, therefore, an excess profits tax cannot be 
shifted. Such a tax, however, may curtail reinvestment in the 
company to such an extent that prices some time in the future, 
because of restricted supply, may be higher than they otherwise 
would have been. Thus the tax perhaps may be partially shifted 
eventually. 

The gasoline tax is probably the most successful selected sales 
tax yet to be devised. It is sometimes a question, however, who 
actually pays this tax. The sign on the gasoline pump — “6 cents 
gas tax” — is not in itself an indication that the buyer of gasoline 
actually pays 6 cents more per gallon than he would pay in the 
absence of the tax. The supply of gasoline in storage may be very 
large. Additional storage capacity may be rather expensive, and 
an increase in price may curtail demand. If a commodity is being 
produced under the condition of decreasing cost, a reduction in 
the amount produced will raise unit costs of production. It is 
possible, therefore, that the seller may pay a part or all of a a^es 
tax in order to maintain output near the least-cost combination. 
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Whether he will do so in any given instance will ddpend upon cost 
and supply conditions and the degree of elasticity of demand 
for the commodity in question. 

The shifting of taxes, as just noted, is a price problem. This 
is clearly seen when the incidence of a land tax is compared with 
that of a house tax. A tax on land value will not permit the 
owner to shift the tax to the tenant in the form of a higher rental 
charge, because there has been no change in the supply and 
demand for land. The value of the products produced on the 
land will remain the same. Since the owner’s net return has been 
reduced by the amount of the tax, however, the land wUl fall in 
value. 

The house tax has a different effect. Whereas the supply of 
land is fixed, at least within limits, the supply of houses can 
change from time to time. Since the house tax will be an added 
cost of suppl 3 ring houses, fewer houses will be built. A falling 
off in the rate of new construction will eventually enable land- 
lords to pass on the tax in the form of higher rents, as long as 
population continues to increase. 

Taxation and Investment Values. — The prices of bonds, stocks, 
land, and other investments depend largely upon the present 
value of their anticipated incomes. Consider a plot of land 
having a yearly income of 2500. If the interest rate is 5 percent, 
the value of the land, disregarding the speculative element, will 
be $10,000. This valuation will be altered, however, if the land 
pays a 1 percent tax, or $100 a year. The net income is now 
reduced to $400 and the valuation to $8,000. Therefore the 
imposition of taxes lowers the net income and reduces the price of 
the property; the reduction of taxes raises the net income and 
increases the property value. The analysis applies also to bond 
and stock prices, if the securities are subject to taxation. Thus 
two bonds having identical security, par values, interest rates, 
and maturity dates will bear different market prices if one is 
subject to taxation and the other is tax-exempt, the tax-free bond 
commanding the higher market price. 

When an ad valorem tax is imposed on property appraised in 
a free market, the market supposedly corrects the sale value of 
the property so that the income left unappropriated will be equal 
to the current rate of interest on that value. The formula for 
the discovery of the new value may be expressed as follows; 
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where V ** desired property value. 

Y =» gross yield of the property. 

£ s ad valorem tax rate. 
i =* current interest rate. 

The Height of Taxes. — There are few candidates for public 
office who do not solicit political support by promises of tax 
reduction. Neither the politicians nor the voters, as a rule, 
distinguish between niggardliness and wise spending, between 
parsimony and genuine thrift. Le^slators might, possibly, 
reduce taxes if they wished to do so. Schools could be closed, 
policemen could be released, health could be neglected, highways 
need not be built, and so on. If it is not advisable thus to cur- 
tail government functions, few valid arguments may be made 
against higher taxes and more government expenditures. There 
is but one answer to the query: How high should taxes be? It 
is the one the competent engineer always gives. Taxes in a 
country controlled by majority rule should be high enough to 
enable the government to do those things that the majority of 
the people want done, if the government can do them more 
efficiently than anyone else. 

Efficiency must be taken in its broadest sense. In the building 
and operation of highways for example, it is not merely a ques- 
tion of production and maintenance costs but also of convenience, 
uniformity, and progressive development. The problem to be 
solved is this: Can highways be better administered through 
private or through public construction and maintenance? The 
desired services, whichever solution is taken, however, stiU must 
be paid for either by means of prices or by means of taxes. 
From this fact there can be no escape. 

Problems 

166. “The inheritance tax is the most logical of all taxes. A man cannot 
take his wealth with him to the grave, and his children should start in life 
on the same basis as those of the poor man.” Do you agree? Why, or 
why not? 

167. In 1930 an automobile sold for $1,000 f.o.b. Detroit. The govern- 
ment imposed a sales tax of 5 percent of the f.o.b. price on all automobiles. 
The price of the car thereupon became $1,050. One month later the price 
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was $1,000; two months later the price was $950. Whh paid the tax at 
each of these prices? Why? 

168 . “If a nation is burdened with a heavy war debt, the easiest way to 
meet it is to levy a capital tax, say 10 percent of each person's wealth, 
because in this way the debt can be paid at once and all possible future 
interest charges will be saved." Discuss. 

169 . “Profits are an evidence of efficiency. Profits should not be taxed 
but should be used in business expansion so that efficiency may be still 
further increased." Is this desirable? Why? 

170 . What would be the probable effect on the price of radio tubes if: 

a. A tax of 10 per cent of the selling price were levied on every tube sold? 
Explain. 

h. A tax of 6 cents were levied on each tube sold? Explain. 

c. A tax of 50 percent of all profits in excess of 8 percent on invested 
capital were levied on all companies manufacturing tubes? Explain. 

d. The income tax that the owners of the radio-tube factories have to 
pay were reduced by one-half? Explain. 

171 . Inflation is sometimes referred to as a disguised form of taxation. 
Who is “taxed” by inflation? 
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CHAPTER XXVI 
PUBLIC CONTROL OF BUSINESS 

Public control of business is one vitally significant field in which 
government activity has been extended rapidly in recent years. 
Further development of this aspect of government service is 
highly probable since the public is coming to realize its need 
for greater protection against various kinds of unfair practices, 
such as discrimination between purchasers, adulteration of prod- 
ucts, and the charging of exorbitant prices. Indeed, the mere 
fact that monopolistic tendencies are present makes it imperative 
that such practices as those just mentioned be subjected to con- 
trol for the benefit of the public as a whole. This control, at 
present one of the most important fields of government activity, 
may be secured by (1) “anti-trust” legislation, (2) regulation of 
“public interest” enterprises, or (3) government participation 
in industry. 


L ENFORCEMENT OP COMPETITION 

Purpose of Anti-trust Legislation. — The effectiveness of the 
competitive system disappears, from the consumers’ viewpoint, 
wherever there are no active rival business units strenuously 
competing against each other for the trade of a particular market. 
Therefore a series of laws has been developed for application to 
general business that, in the words of Herbert Hoover, aims to 
“insist upon effective competition.” This body of anti-trust 
laws attempts to attain that end by preventing one business unit 
from dominating a market through a monopoly achieved as a 
result of driving out trade rivals, by preventing collusion on the 
part of supposedly rival concerns, and by forbidding certain other 
practices. The elaborate anti-trust laws that have been passed 
in both federal and state jurisdictions set up standards for con- 
ducting the competitive struggle partly comparable to the 
Marquis of Queensberry rules in boxing. The underlying theory 
here, therefore, is that competition can be depended upon to 
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organize most industries to the public advantage as long as 
monopolistic tendencies are eradicated. 

l^eading Anti-trust Laws. — number of acts of Congress have 
been aimed at the preservation of competitive forces in business 
activity. The Sherman Anti-trust Law opened the fight against 
restraint of trade in 1890 with such a sweeping condemnation of 
every form of restrictive practice that business never could have 
develoi)ed in its modern form had not judicial interpretation or 
lax enforcement softened its terms. The act declared illegal 
every contract, combination in the form of trust or otherwise, or 
conspiracy in restraint of trade or commerce between the several 
states or with foreign nations. Penalties were provided for viola- 
tions of the act, so that the refusal of the common-law courts to 
enforce such agreements w'as implemented by the fines and 
prison sentences provided in the statute. 

Two decades later it became evident that statutory action alone 
was inadequate to meet the problems which appeared in the 
attempt to control monopoly. Thus the Federal Trade Com- 
mission Act, passed in 1914, had a dual purpose. First, it estab- 
lished a body of experts whose principal duty was to safeguard 
competition in industry. They were given very broad powers to 
investigate the conduct of any business in which it appeared that 
competition was weak. Second, the commission also was directed 
to prevent the use of unfair methods of competition. If such 
practices were found to exist, the commission was required to 
issue a “cease and desist” order against the guilty parties. This 
order, however, could be enforced only through the federal courts. 
Enforcement has proven to be a tedious and difficult matter, 
and the commission’s best work has been done in the fields of 
investigation and of extra-judicial conferences designed to raise 
the level of competition. 

Since the phraseology of the Sherman act was not sufficiently 
clear, Congress attempted a clarification of terms in the Clayton 
Ad, which also was passed in 1914. Four practices specifically 
were declared to be illegal, namely, (1) price discrimination 
between customers, (2) the use of “tying agreements” to compel 
customers to buy specified articles, (3) the reduction of competi- 
tion through acquisition of control over competing firms, and 
(4) the use of interlocking directorships in competitive concerns of 
more than a specified size. The wording of this act, nevertheless. 
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failed to eliminate uncertainty as to the legality of many busio 
ness activities. In addition, the act provided immunity for 
labor unions and cooperative associations from anti-trust-law 
restrictions. 

In 1918 the Wehb-Pomerene Act restored the privilege of monop- 
olization to firms engaged solely in export trade to meet the 
competition of German cartels and export monopolies in other 
nations. Finally, the Packers and Stockyards Act in 1921 placed 
both these industries under the jurisdiction of the Secretary of 
Agriculture. Over the packers it granted merely a negative con- 
trol to enforce competition, similar to but more stringent than 
that exercised by the Federal*Trade Commission over industry as 
a whole. This control was modified somewhat by the Packers' 
Consent Decree issued in 1930. The control over the stockyards 
was positive and direct. 

Enforcement. — Enforcement of the federal anti-trust laws 
depends upon the activities of many agencies. Among these are 
two executive departments of the federal government, the Depart- 
ment of Justice and the Department of Agriculture; three inde- 
pendent federal commissions, the Federal Trade Commission, the 
Interstate Commerce Commission, and the Federal Reserve 
Board of Governors; private individuals whose businesses have 
been adversely affected by violations, on the part of others, of the 
anti-trust laws; and the federal courts. Of these the most impor- 
tant are the Department of Justice and the Federal Trade Com- 
mission, either of which brings cases before federal courts from 
time to time for enforcement purposes. 

This elaborate machinery to promote competition does not 
always work with smooth, cooperative efficiency. A study of the 
situation shows that the various agencies have not been able to 
work out their several jurisdictions in such a way as to prevent 
duplication and conflict of effort. This duplication is particu- 
larly tnie of the two leading agencies just mentioned. A more 
important difficulty rests in the fact that as often as not the 
courts have disagreed with the several administrative agencies in 
their interpretation of what constitutes violation of the laws. 

Judicial Attitude toward Monopoly. — ^Two major difficulties are 
encountered as soon as an attempt is made to apply the anti- 
trust laws to business situations. In the matter of terminology, 
these laws are far too vague to serve as a clear-cut basis for 
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action. Monopolies in restraint of trade are forbidden; but pre- 
cisely bow large a concern must be, or Just what it must do, in 
order to be considered as such a monopoly is not clear. 

A more fundamental limitation is the lack of an objective 
standard for measuring the minimum efficiency that could be 
expected of business units under active competition, as D. M. 
Keezer and S. May point out in their interesting book “The 
Public Control of Business.”^ No one has yet been able to tell, 
by an examination of the products, prices, profits, or plant pro- 
cedure of any competitive enterprise, whether or not it is per- 
forming satisfactorily. Thus government agencies have confined 
themselves to a consideration of the form of competition, regard- 
less of the quality of satisfaction and service rendered to con- 
sumers by a given enterprise. 

As a result of this confused situation, the courts are prone to 
decide each case upon its own merits, but a thread of continuity 
may be found running through many of the cases. Thus the 
United States Supreme Court has clearly stated that great size, 
in itself, involves no violation of the law. The United States 
Steel Corporation in 1920 controlled 50 percent of the steel 
business of the nation, and the United Shoe Machinery Company 
in 1918 controlled 90 percent of the shoe machinery, yet neither 
was considered, in decisions then handed down, to be in restraint 
of trade. The larger organizations, however, may expect more 
severe penalties in the event that they suffer conviction for the 
use of unfair practices. Thus in 1911 the Standard Oil Company 
and the Ameri(!an Tobacco Company were held by the Supreme 
Court to be combinations in restraint of trade, as a result of 
which their dissolution into smaller units was ordered by the 
court. 

Since mere size is not the significant item, court decisions have 
not only established the legality of large consolidations but also 
actually have encouraged them, though they may not have 
intended to do so. Numerous decisions in which competing 
firms, however small, have been restrained from acting in concert 
to accomplish ends that are attained with perfect legality by large 
consolidations have given a marked advantage to “big business.” 

* For a more complete treatment of this question the reader is referred to 
D. M. Keezer and S. May, “The Public Control of Business,” Harper & 
Brothers, 1930. 
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The court interpretations thus have furnished a strong incentive 
for consolidation. 

From the time of the Trans-Missouri Freight Association case 
in 1897 until the Standard Oil Company decision in 1911, referred 
to above, the Supreme Court attitude suggested that any 
restraint of trade, reasonable or not, was condemned by the 
Sherman act. In the latter case, the “rule of reason” was 
announced in the decision handed down by Chief Justice White. 
The implication was that, since some restraints of trade were 
reasonable and thus not illegal, a new era in law interpretation 
had appeared wherein the strict letter of the law would yield 
somewhat to dictates of economic reason. The existence of the 
rule of reason may be seriously questioned, however, for it has 
not appeared with any regularity in succeeding cases. 

Limitations upon the Use of Anti-trust Laws. — Since corpora- 
tions may exert a very considerable degree of influence over 
prices, production, and general business procedure without resort- 
ing to specifically illegal practices, legislation in regard to such 
conduct is not sufficient to protect competitors or consumers. 
Charges of monopoly or restraint of trade, on the other hand, are 
not readily substantiated unless they are based upon a careful and 
intensive study of the industry. These studies depend upon 
access to the private records of many corporations, but thus far 
such access has not often been obtained without specific claim 
of an anti-trust-law violation. This claim, however, must be 
made “sight unseen” in order to obtain the right to examine the 
records that may or may not substantiate it. The problem thus 
provides a serious limitation upon the effective application of the 
federal anti-trust laws to modern business. 

Anti-trust Laws under the New Deal. — The National Indus- 
trial Recovery Act (see Chap. XVI), among other purposes, was 
to remove obstructions to commerce, to promote cooperative 
action among trade groups, to eliminate unfair competitive 
practices, and to avoid undue restriction of production except as 
temporarily required. The government sought to promote the 
supervised self-regulation of industry through the adoption of 
codes of fair competition. The codes were drawn up largely by 
industry and were administered in most cases by trade associa- 
tions. The code agreements were endowed with exemption from 
the operation of the anti-trust laws, but monopolistic practices 
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stiU were prohibited. The codes in general resulted in a marked 
uniformity of prices and in higher prices, so that at least some 
elements of monopoly were present nevertheless. Since the 
code authorities often were controlled by the larger industries in 
the trade, some attempts undoubtedly were made to deprive small 
producers of their markets. The exact status of the codes under 
the anti-trust laws had not been clarified, however, when the 
entire system was demolished as a result of the Schechter decision 
of the Supreme Court in May, 1935. Thus this attempt at indus- 
trial self-government was cut short, but not before evidence indi- 
cated that industry was not slow to utilize any relaxation in the 
control exercised by the anti-trust laws. 

n. REGULATION OF PUBLIC UTILITY MONOPOLIES 

“Public Interest” Enterprises. — The list of industries that have 
been declared, either by federal or by one or more state jurisdic- 
tions, to be “affected with a public interest” is an extensive one. 
It now includes 

. . . steam railways, urban and interurban electric railways, carriers 
by water, wharf and dock companies, teraiinal companies, express com- 
panies, bus and taxicab companies, telephone, telegraph, and wireless 
companies, insurance companies, messenger services, market ticker 
services, Ixiards of trade, gas coini)anies, electric light and power com- 
panies, booming and rafting companies, stockyards, commission mer- 
chants, creameries, hotels, toll bridges, ferries, tunneling companies, grain 
elevators, grist mills, ice companies, cotton gins, and laundries. Some of 
these, such as railroads, water, gas, electric, telephone and telegraph 
companies, are classified as ‘ affected with the public interest” in almost 
every jurisdiction in which they operate. . , 

while others are subject to this classification in only one or two 
states. 

The wide variety of busine.s.ses included in this category indi- 
cates that it is difficult to draw up a simple generalization of the 
economic characteristics of industries subject to public interest 
control. Industries affected with a public interest, it may be 
noted, are those that have been declared so by a legislature, 
without subsequent contradiction by the courts. For many 
years the Supreme Court consistently accepted the judgment of 


‘ Ibid., p. 7. 
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legislative bodies in regard to the extension of this classification 
and apparently had no difiiculty in finding reasons to support 
such a course. Thus Chief Justice Taft said: 

. . . the circumstances which clothe a particular kind of business with a 
public interest . . . must be such as to create a peculiarly close relation 
between the public and those engaged in it and raise the implication of 
an affirmative obligation on their part to be reasonable in dealing with 
the public.^ 

More recently, however, the court has sharply restricted 
attempts at the further extension of the field of public interest. 
Thus it held, in 1927, that theaters are not affected with a 
public interest and that the prices which ticket brokers charge 
for resale of seats are therefore not subject to public regulation; 
in 1928, that state regulation of the fees charged by employment 
agencies is unconstitutional because such enterprises are not 
affected with a public interest; and, in 1929, that state regulation 
of the prices charged for gasoline was unconstitutional for the 
same reason. 

After it has been established that an enterprise is affected with 
a public interest, the next question relates to the form and degree 
of government regulation that may be imposed upon it. Since 
most public utilities tend to be monopolies, they are required 
(1) to serve every person who applies, and so may not refuse to 
serve, (2) to serve all persons equally, and so may not discrimi- 
nate between customers receiving the same service, and (3) to 
serve at reasonable charges, and so may not charge monopoly 
rates. The test of reasonable charges, and the problems that 
grow out of rate regulation, were discussed in Chap. XVI in 
connection with the valuation of utility property. A brief 
examination of the regulation of railroads and of electrical utili- 
ties will complete the treatment of this topic. 

History of Railroad Regulation. — In the United States the first 
action of the various legislatures with respect to railroads was to 
issue charters. A charter is a grant of power by the sovereign — 
in this case, the state — that enables a corporation to exist for 
certain described purposes and to do certain things. This grant 
of power from the state affords the community a convenient 


1 262 U. S. 536. 
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Opportunity to insist that the corporation accept certain prin- 
ciples of conduct as a condition of operating at all. Some early 
charters, for example, required publicity of rates, fixed maximum 
scales of charges, called for annual reports, and forbade dis- 
crimination. Regulation through charter provisions soon proved 
unsatisfactory because of conflicting provisions and because a 
charter is a contract which ordinarily cannot be changed, with- 
out the consent of both parties concerned, to meet new conditions. 

Granger Legislation. — ^The most important of the early efforts 
to establish a system of railroad regulation was made in the early 
seventies as one result of the Granger movement. The Granges 
were middle-western fraternal organizations, seeking to improve 
the economic condition of the farmers. One outcome of such 
activities was the passage of state laws aimed at the correction 
of certain railroad practices that were considered unfair. Thus 
state legislatures established schedules of maximum rates them- 
selves or set up commissions for this purpose ; they attempted to 
prevent discrimination and to preserve competition by forbid- 
ding consolidation; and they prohibited the granting of passes to 
public officials. Railroad officials, on the other hand, main- 
tained that the roads were private property, not bound by the 
law of common carriers, not public highways, and not subject 
to regulation because their charters were contracts with the 
states and because neither states nor Congress had the constitu- 
tional power so to regulate. 

Legality. — The leading case bearing upon the constitutionality 
of the Granger laws was that of Munn vs. Illinois,^ though state 
regulation of rates charged by grain warehouses was the actual 
point here at issue. The United States Supreme Court upheld 
the constitutionality of this attempt at regulation because, 
according to the court, the business was affected with a public 
interest. Thus a precedent was established for the legality of 
other regulatory laws. This decision gave to state legislatures the 
right to establish maximum rates, but 14 years later in the Min- 
nesota rate case^ this position was modified by the declaration 
that the courts were to have the final word in the establishment 
of the maximum rates that might be charged. This “judicial 
review” became a very serious obstacle to adequate regulation 

»94U. 8. 113, 1876. 

* 1S4 U. 6. 418, 1890. 
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throughout the country, since the finding of a commission in a 
rate case was no longer final. 

The Interstate Commerce Act of 1887. — The federal Interstate 
Commerce Act of 1887 was designed primarily to supplement 
existing state laws covering railroad regulation, because the 
Supreme Court in the Wabash case of 1886 said that interstate 
commerce — about 75 percent of the whole — was not subject to 
state regulation. For this purpose the Interstate Commerce Com- 
mission was established with powers to inquire into the manage* 
ment of common carriers’ business, to require a uniform system 
of accounts and the rendering of annual reports, and to hear 
complaints or make investigations relating to violations of the 
act in the nature of unreasonable or discriminatory rates or 
practices. It was not until the amendment of 1906, known as 
the Hepburn Act, however, that the commission was given the 
explicit power to establish maximum rates. 

The Transportation Act of 1920. — The powers of the Interstate 
Commerce Commission were increased from time to time during 
the period from 1887 to 1917. Federal operation of the railroads, 
undertaken as a war measure, was followed by private operation 
subject to a high degree of regulation as provided for in the 
Transportation Act of 1920, which returned the roads to their 
owners. At the same time new powers were conferred on the 
Interstate Commerce Commission. In addition to setting a 
maximum rate, the commission was given authority to fix mini- 
mum rates. Its approval must be secured by a railroad before 
new additions may be built, old roads dismantled, or established 
services discontinued. Orders regarding operating pracdices may 
be issued by the commission, and it has a voice in the authori- 
zation of security issues and other financial affairs. As a result of 
these and other provisions, the Interstate Commerce Commission 

. . . is now the most powerful of the regulative boards associated with 
the federal government at Washington as well as the most voluminous 
contributor, through its decisions, to the expanding body of our adminis- 
trative law.^ 

Valuation and Consolidation. — Two other provisions of the 
Transportation Act remain to be considered. In order to estab- 

1 Daggett, S., “Principles of Inland Transportation," Harper & Brothers, 
1928, p. 661. 
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lifih the rates that may be charged by the railroads, the commis- 
sion was required (in 1913) to make a tentative valuation of the 
railroad properties of the United States upon which a “fair 
return” was to be earned. The fair return is now established at 
5 % percent, and the valuation was set at $18,900,000,000 until 
overthrown by the O’Fallon decision of the United States Supreme 
Court handed down in 1929. The commission estimated 
the original cost of railroad property on June 1, 1933, to be 
$26,232,000,000. 

The disparity in earning power between the strong and weak 
railroads in the United States raises a fundamental problem of 
regulation that was well stated by Senator Cummins when he 
said: 

We are agreed that we cannot raise the rates upon the weaker proper- 
ties so that they will be self-sustaining, because that would give to the 
stronger properties, which move 70 percent of the business of the United 
States, an income so excessive that it would not be tolerated for a single 
month. ... We cannot give to the stronger properties the rates which 
would return for them no more than a fair interest upon the value of their 
property . . . because that means death to the weaker properties. . . . 
You may inquire as you will . . . but you will finally reach the conclu- 
sion that it can only be done by consolidation.^ 

Accordingly, the Transportation Act required the commission 
to prepare plans for a voluntary consolidation of the more than 
1,900 railroad companies into a small number of great all-inclu- 
sive systems. Thus it was hoped the strong-weak road problem 
would be solved at the same time that other questions of regula- 
tion and valuation would be simplified materially. The com- 
mission published its tentative plan for consolidation in 1921. 
After years of public hearings and discussions on this subject, the 
revised plan was set forth in 1933. It calls for twenty consoli- 
dated systems, two of which are holdings of Canadian railroads, 
leaving eighteen systems for continental United States. 

Present Status of Consolidation. — The railroads have not con- 
solidated as the framers of the act anticipated. Several reasons 
for this failure to take action may be noted. Strong railroads 
with a good earning capacity have not been anxious to burden 

‘ Congressional Record, Vol. 59, Dec. 4, 1919, p. 131. 



540 


ECONOMIC PROBLEMS 


themselves with the weaker properties. The officials of the 
smaller companies wish to retain positions which would be 
abolished in the event of consolidation. Since the consolidations 
are not permitted to overcapitalize their properties, the chief 
financial motive for combination is prohibited so that the large 
banking houses are not interested in these changes. Finally, 
the leading operating economy of consolidation, namely, a 
reduction in labor costs, would be obtained only if employees 
were discharged. This addition to the ranks of the unemployed 
has been undesirable during the depression of the 1930’s. For 
these and other reasons, voluntary consolidation has not been 
accomplished. The alternative of compulsory consolidation 
appears to be unconstitutional, so that the ultimate solution to 
this vexing problem is not evident as yet. 

However, public opinion has evidenced a change of front in 
regard to railroad operation. At first, competition was to be 
forced upon the roads at any cost; at present, the tendency as 
evidenced by legislative action is toward the antithetical view- 
point of closely regulated monopolization. This change in 
public opinion is highly significant, for it is prophetic of the 
probable future status of other public interest industries, as well 
as of the possibility of a further change to government ownership 
and operation of the railroads. 

Regulation of Other Public Interest Industries. — Interurban 
electric lines, street railways, telephone and telegraph companies, 
electric light and power companies, gas companies, water com- 
panies, insurance and banking companies, and boards of trade 
are also subject to a considerable degree of regulation, most of 
which emanates, however, from the state rather than the federal 
governments. These industries are generally placed under the 
control of state commissions, of which some exercise very wide 
powers while others have but little significance. The latter case, 
for example, often is true of electric light and power companies. 

Rates on Domestic Electric Service. — The electrical utility 
industry is composed of about 3,500 producing companies capi- 
talized at $12,600,000,000 that generate 30 billion kilowatt- 
hours a year. Over nine-tenths of this current, however, is 
generated by 194 private and 21 municipally owned plants. 
Two-fifths of the current is used by the 20 million residential 
consumers of the United States, who contribute 70 percent of the 
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total revenue obtained by the electric power industry. The 
average cost for such current in the United States is 5.8 cents per 
kilowatt-hour. 

Many consumers obtain current at rates very much lower than 
the national average. Thus residents of Tupelo, Miss., the first 
municipal customer of the Tennessee Valley Authority, enjoy an 
average domestic rate of 1.8 cents, while the clients of the Seattle 
municipal plant pay 2.8 cents. Indeed, municipal plants gen- 
erally have lower rates than privately owned plants according to 
the Preliminary Rate Survey of the Federal Power Commission 
published in 1935. This survey revealed the significant fact 
that most domestic consumers use very small quantities of cur- 
rent. Of the 20 million residential customers in the United 
States, 25 percent consume less than 15 kilowatt-hours per 
month; an additional 25 percent take only 25 kilowatt-hours; and 
75 percent consume less than 40 kilowatt-hours. Since 40 kilo- 
watt-hours is sufficient only for lighting and a few small appli- 
ances, electric refrigeration (100 kilowatt-hours per month) and 
electric cooking (250 kilowatt-hours) are confined to the 25 per- 
cent of corLsumers who take more than 40 kilowatt-hours. Thus 
the domestic market for electric energy may be increased enor- 
mously if electric rates and electric appliance costs are reduced. 
Tupelo, Miss., furnishes an excellent example. Before TVA 
power was available, the average domestic rate was about 7 cents; 
the reduction to 1.8 cents resulted in an increase in consumption 
of 270 percent! 

Causes of High Domestic Rates. — Three causes for the high 
domestic- rates charged by many private electric utilities may 
be mentioned. In the first place, the cost of serving residential 
customers is higher than that for commercial or industrial users 
of power. The distribution costs, the equipment requirements 
for ‘‘readiness to serve” at peak loads, and the cost of meters and 
monthly bills, all in terms of the small monthly consumption of 
most residential customers, require rates higher than those 
charged to wholesale users of power. In spite of these factors, 
however, municipal rates to domestic customers indicate that the 
high charges for residential current are due in part to other 
causes. 

Ineffectiveness of Regulation. — A second cause of high domes- 
tic rates is to be found in the ineffectiveness of electric utility 
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regulation. Since most of the electric utility business is intra- 
state in character, regulation is in the hands of state commissions. 
The commissioners commonly receive very low salaries and are 
greatly overworked. Lack of funds often prohibits the use of an 
adequate staff of accountants, engineers, and lawyers. As a 
result the commissioners cannot perform adequately the tasks 
which face them. In some states a large majority of the electric 
light and power companies’ books have never been examined 
adequately. 

Furthermore, court decisions have so restricted the commis- 
sioners in the supervision of the amounts charged to operating 
expenses by the utilities that effective control of this important 
problem has been seriously impaired. The Public Service Com- 
mission of Missouri, for example, regarded as unreasonably high 
the payment of percent of the gross revenues of the South- 
western Bell Telephone Company to the American Telephone 
and Telegraph Company as rents for apparatus, licenses, and 
services under the customary form of contract between the latter 
company and its subsidiaries. The commission disallowed about 
55 percent of the rentals paid under this agreement on the ground 
that they were not proper operating expenses to be deducted 
from gross revenue in the calculation of net earnings. The 
Supreme Court overruled the commission, and said that this 
practice did not represent an abuse of discretion by the corporate 
officers. The discretion of the company management in this 
case is pointless, since the subsidiary was controlled completely 
by the parent organization. The significance of the rental 
transaction becomes evident when it is noted that the South- 
western Bell Telephone Company paid 8 percent on the stock 
owned by the parent company, whose total income was thus 
about 12)-^ percent when the rentals were included. Because of 
the rental device, this large income was secured without the 
attendant publicity of an unduly high dividend rate on the 
securities of the subsidiary. This example from the telephone 
field is comparable to the problems that face commissions in the 
regulation of electric utilities. 

Commission control also is weakened or destroyed because of 
judicial interference in the valuation methods employed to deter- 
mine the fairness of the rates charged, as discussed at some 
length in Chap, XVI, and because legislation frequently is inade- 
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quate to pve the commissions the authority necessary to perform 
their duties efficiently. 

The Holding Company Problem. — The third cause of high 
domestic rates is to be found in the widespread control of oper- 
ating companies by holding companies in the electric utiUty 
field. Only thirteen holding company groups controlled 75 per- 
cent of the privately owned electric utility industry in 1935, 
when the Holding Company Act became law, while 40 percent 
of the industry was controlled by three groups, namely, the 
United Corporation, the Electric Bond and Share Company, 
and the Insull group. One-fifth of the power generated in the 
United States is interstate power which is not subject to regula- 
tion by any state; 99 percent of this interstate business was con- 
trolled by twenty systems. A similar situation existed among the 
utilities which supply natural gas, for eleven systems controlled 
80 percent of the pipe lines. 

Arguments For and Against the Holding Company . — Five argu- 
ments commonly are advanced in favor of the holding company 
type of organization in the electric utility field. The holding 
company is said to improve the capacity and load factors of an 
interconnected system because the peak loads on various parts 
of the system do not occur at the same time. Thus a smaller 
generating capacity, and so a smaller capital charge, will be neces- 
sary to carry a given load due to the interchange of power between 
the various parts of the system. The service also is said to be 
improved because there is less danger of interruption due to a 
breakdown in e given generating station or transmission line. 

In the third place, the management is asserted to be superior 
since the large organization can afford to provide a corps of highly 
trained technicians whose services are available to all the parts 
of the holding company system. Furthermore, it is claimed that 
savings may be obtained in the purchase of equipment and sup- 
plies because of the wholesale nature of these transactions and, 
finally, the holding company is said to obtain cheaper credit and 
lower interest rates because it can offer greater safety to the 
investor and can attract capital in larger amounts. 

An examination of the arguments advanced in favor of the 
holding company indicates that they are advantages of large- 
scale interconnected systems, but that they are not peculiar to 
the holding company form of business organization. Certain 
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disadvantages, however, seem to be typical of this particular 
form of organization. The dangers of overcapitalization, of 
pyramided control, and of pyramided earnings were discussed in 
Chap. V and need not be repeated here. As an example, the 
Commonwealth Edison Company of Chicago, an Insull property, 
owned the Peabody Coal Company and the C. and I. M. Rail- 
way. As a result the coal used by the Commonwealth Edison 
Company was said to cost $1.50 per ton more than was necessary; 
the excess profits of the coal and railways companies permitted 
certain stockholders to obtain excessive income at the expense of 
the electric customers of Chicago. As a result of the holding 
company disadvantages — chiefly in the field of '‘high finance” — 
and because all the advantages of the holding company may be 
obtained by a large operating company, federal legislation has 
been passed in the attempt to restrict holding company activities. 

The Public Utility Holding Company Act of 1936. — The Hold- 
ing Company Act contains three important clauses. First, all 
holding companies in the electric power and natural gas fields 
were required to register with the Securities and Exchange 
Commission by December 1, 1935. Registration required the 
companies to obey the orders of the commission; failure to reg- 
ister carried the penalty of exclusion from the use of the mails 
or of any agency of interstate commerce for sales, contracts, 
and security rights. The penalty suppo.sedly would prevent 
unregistered companies from continuing in business. Second, 
the commission, as a result of examinations of the various cor- 
porate structures, after January 1, 1938, had power to order 
simplifications of corporate structure in order to limit the activi- 
ties of each holding company to a “single, integrated public 
utility system ” serving a closely knit geographical area. Third, 
interstate transmission and sale of electric power or natural gas 
were brought under the control of the Federal Power Commission. 

When the act first was introduced in Congress it contained 
the famous “death sentence,” which vmuld have abolished all 
holding companies in the electric and gas fields by 1940 unless 
the commission granted specific exemptions. As a result of far- 
flung propaganda and lobbying activities on the part of many 
utilities, the “death sentence” was modified so as to permit the 
existence of at least one holding company in each integrated 
system. The attack on the act continued after its passage, but 
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in 1938 the Supreme Court upheld as constitutional the section 
of the act relating to registration. 

Eegulation of public interest enterprises of necessity must 
continue to bristle with problems which evade solution- The 
backwardness of state legislatures and commissions and the con- 
servative viewpoint of the courts prevent adequate protection of 
the public interest. The chief difficulty with regulation, however, 
results from the fact that the interests of the parties involved are 
diametrically opposed. The stockholders in public utilities desire 
maximum profits with low wages, a small investment, and the 
minimum of service. The employees desire to maximize wag^ 
at the expense of the other items, while the consuming public 
wants good service at the lowest possible rates. As long as these 
three classes in the main are separate groups of persons, their 
interests are necessarily in opposition. Each group will do all 
in its power to enhance its own interest, and constant strife and 
court litigation will result. In view of these facts many persons 
maintain that the only solution for the public utility problem 
lies in government ownership and operation of the various 
enterprises. 

m. GOVERNMENT PARTICIPATION IN INDUSTRY 

Direct government participation in industry is one of the alter- 
natives available to communities in their endeavor to control 
economic activity. This participation may take three forms: 
(1) control without operation, (2) competitive operation, and 
(3) monopolistic operation. 

Control without Operation. — It is perfectly feasible for a 
government to control business activity if it owns a majority of 
the voting stock in most of the firms operating in the fields in 
question. The exercise of voting rights is then all that is neces- 
sary to insure that desired policies as to service and rates will be 
carried out. The present financial structure of industry renders 
such control a relatively simple matter in some fields. 

The electric light and power industry again offers an excellent 
example. About 75 percent of the production of electrical power 
in continental United States is in the hands of thirteen holding 
companies and their affiliates. Suppose the federal government 
obtained control of a majority of the voting stock of these holding 
companies through open-market purchase or through condemna- 
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tion proceedings. If a non-political commission were created to 
exercise the voting power of this stock, practical control of electri- 
cal industry rates and practices throughout the United States 
would rest in the hands of the commission.^ Furthermore, it is 
unlikely that such control would be subject to judicial interfer- 
ence of any kind. 

Why have governments turned to the much more clumsy 
method of state ownership and operation, next to be described? 
It is difficult to find a satisfactory answer. Business executives 
repeatedly cry, “Keep the government out of business.” This 
attitude is opposed to the government ownership that is in com- 
petition with private ownership or to government regulation of 
one sort or another. If the government, on the other hand, con- 
trols industry through a majority stock interest, such control 
logically is no more open to these attacks than is control by the 
financial interests now holding the majority voting power in the 
same stock. It should be evident that control through stock 
ownership generally would be cheaper as well as more effective 
than regulation by means of any of the other methods available. 
An important possible exception is that of the railroads, where 
both preferred and common stocks carry voting power. The 
expenditure for a voting majority would thus be much greater 
here, especially since holding companies are not yet widely used 
in this field. They are in process of development, however, and 
may soon present a possible solution to this particular problem. 

Public Ownership with Private Operation. — ^Another method 
by which the government may control properties without oper- 
ating them is that in which the utility is constructed by the 
government and then is leased to a private corporation which 
operates the property. Thus one of the New York City sub- 
ways was constructed by the city when private capital was 
unwilling to undertake the task. Upon completion of the con- 
struction work, the subway was leased to a corporation which 
operates it at rates, and under service conditions, specified in the 
lease. Thus litigation in the courts over valuation and kindred 
problems is evaded because the rights of the public are protected 
by the leasehold provisions. 

^ It is interesting to note that this plan of control was advocated in 1924 
by K. C. Gillette, one of America’s leading businessmen, in a book entitled, 
“The People’s (Corporation” (Boni & Liveright), 
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Competitive Operation. — ^The list of enterprises in which direct 
fovemment participation on a competitive baris has been used 
as an instrument of regulation includes a number of forms of 
insurance, banks, grain elevators and mills, housing projects, 
gas and electric companies, fuel yards, ice plants, abattoirs, 
milk supply stations, and laundries. Such activities have been 
undertaken, until recently, by municipalities and other local 
agencies rather than by the state or federal governments. The 
following illustration presents an example of the effect of govern- 
ment competition upon electric rates. 

The Lincoln Public Service Company (of Lincoln, Neb.), privately 
operated, charges a top rate of 5 cents per kilowatt-hour where most 
surrounding cities charge 10, 12, and 15 cents. Moreover, after you 
use 10 kilowatt-hours you get it for 4 cents, all over 40 kilowatt-hours for 
3H cents, and all over 500 at 3 cents. 

That is to say, a Lincoln housewife can buy as much current for $2 as 
most Nebraska women pay $4 to $6 for. Likewise, Lincoln merchants 
and power users pay less than half of what they would in other places. 

The explanation of Lincoln’s low rates is Hon. William Schroeder, 
member of the city commission, for twenty years or more superintendent 
of the Water Department. . . . Schroeder, already uneasy over private 
rates . . . asked the council to pass an ordinance giving him the right to 
sell current. . . . 

He set his first rate at 9 cents per kilowatt-hour, against a private rate 
of 13. After an unsuccessful legal battle against the rate, the private 
companies dropped to 9 cents. Later Schroeder reduced rates again. 
The private companies followed suit. City rates have again dropped to 
their present level, and again private rates have followed. The private 
companies still do 85 percent of the business, but the people have cheap 
current.^ 

Monopolistic Operation. — In the third form of direct participa- 
tion, federal and local governments have engaged in enterprises 
to provide goods or services that are judged to be of great impor- 
tance to the general citizenry but are of such a nature either that 
their production does not promise sufficient profit to attract pri- 
vate enterprise or that the government is unwilling to trust them 
to private control and so establishes a monopoly for their produc- 
tion. Some representative examples are canal construction, 

^ Scripps-Howard newspapers, August, 1926, quoted by Keezer and May, 
op. cit., footnote 2, pp. 9-10. 
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highway building and maintenance, currency issue, postal service, 
police service, coast guard, geological survey, weather bureau, and 
a great number of municipally owned and operated sewage sys- 
tem, water, gas, and electric works monopolies. 

Public Operation with Private Ownership. — Federal operation 
of railroads, beginning Dec. 28, 1917, and terminating Mar. 1, 
1920, was an operating control for war purposes which required 
no change in the ownership of the properties involved. The 
total burden to taxpayers in the United States as a result of the 
26 months of federal management plus an additional 6 months of 
earnings guaranties amounted to $1,123,500,000. This deficit 
has led to repeated assertions that federal operation was not a 
success. The wartime experience hardly proves or disproves this 
contention, however. 

Federal control of railroad and other transportation S3r8tems was 
undertaken as a war emergency. . . . The personnel that handled the 
railroads during the rapidly passing period of government control was 
entirely made up of experienced railroad men. . . . The selection of all 
personnel was entirely free from politics. There was an adequate and 
praiseworthy performance of the public service during the extremely 
difficult conditions of the war and the equally difficult and constantly 
changing readjustments after the armistice. . . . 

The increased cost of railroad operation during the period of federal 
control was due to the war and could not have been avoided by any other 
means of control. If private control had been retained, the increased 
cost of railroad operation would still have had to be met. The war 
would have had to be paid for, even in the case of private control of 
railroads. In that event, if the entire burden could not have been met 
through a combination of impaired service to the public and of losses to 
the railroad security holders, this would probably have forced some form 
of government subsidy so as to place part of the burden on the public 
treasury. . . . Any fairly balanced study of the situation as a whole 
must lead to the conclusion that in ptiriods of extraordinary difficulty 
the government’s temporary operation of the railroads accomplished 
with credit the objects which made resort to it imperative.^ 

Judicial Attitude toward Government Participation. — In spite 
of the fact that the government can regulate and even destroy 
private enterprise through ventures in direct government par- 

* Hines, W. D., “War History of American Railroads,” Yale University 
Press, 1928, pp. 238-239. 
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ticipation in industry, up to the present time the United States 
Supreme Court has placed no judicial limitations upon the power 
of a local government to expand its activities in this direction. 
Rather, the court has declared that the state may engage in 

. . . almost any private business if the legislature thinks the state's 
engagement in it will help the general public and is willing to pay the cost 
of the plant and incur the expense of operation.^ 

The Supreme Court, by virtue of a series of decisions of which 
a few have been summarized in this chapter, has “strained at the 
gnat and swallowed the camel.” It has placed restrictions upon 
the agencies enforcing the comparatively mild anti-trust and pub- 
lic utility laws in such a way as seriously to limit their effective- 
ness. These restrictions have been called forth by the courts for 
the protection of private property. Up to the present time, how- 
ever, no restrictions have been placed upon the right of com- 
munities to engage directly in business enterprises, although such 
activity carries a much greater potential threat to private busi- 
ness interests than does either of the other two forms of regulation. 

Problems 

172. Public utilities, such as streetcar, telephone, gas, and water com- 
panies, usually operate under a franchise. The companies that make up 
United Aircraft Corporation do not. 

a. Why this distinction? 

b. If you owned bonds in a public utility, under what conditions would 
you wish to eliminate the use of franchises? WTiy? 

c. If you held shares of stock in United Aircraft, under what conditions 
would you wish the business to be governed by franchise agreements? 
Why? 

173. “Efficiency of production requires that indu.stries consoUdate to 
control output. Protection of consumers requires that there be no restric- 
tion on the free play of competition.” Are these statements true? Can 
they be reconciled? Are they being reconciled by the Supreme Court; 
the Federal Trade Commission? 

174. Can the federal government or any state government create any 
kind of a commission that will be “non-political”? Explain. 

176. Mr. M manufactures mimeographing equipment. If he requires 
purchasers of his patented mimeographing machine to sign contracts agree- 
ing to buy all ink, stencils, and paper from M, can the contracts be enforced? 
Is this advisable? Why? 

176. In speaking of the problem of governmental control, John T. Flynn 
in a syndicated news article on May 8, 1038, said: “New abuses arise and 


1262 U. S. 537, 1923. 
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these must be curbed. The very effort at correction produces new malad- 
justments and these provoke new experiments. Thus we behold the fan- 
tastic spectacle of laissez-faire forging the chains for itself and singing away 
the songs of individualism while it abolishes individualism.’’ 

а. To what extent has the development of engineering led to more govern- 
mental control? 

б. Can you cite any specific cases in which governmental control has 
retarded the advance of engineering? 

c. What determines how much governmental control people desire? 
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CHAPTER XXVII 


THE ECONOMICS OF COLLECTIVISM 

Almost everyone objects to some aspect of the present eco- 
nomic system. Some persons declare there is too much govern- 
ment interference in the conduct of business; they desire a return 
to rugged individualism. Others assert that the present system 
would function quite satisfactorily if it were modified slightly in 
various ways; they want crop controls, railroad consolidation, 
or a Wagner Labor Act, for instance. These individuals thus 
believe that an extension of government regulation in one direc- 
tion or another will serve to rejuvenate capitalism. A third 
group of persons insists that capitalism is becoming more and 
more unworkable and that the preservation of civilization neces- 
sitates certain changes in our economic order. Some of these 
opponents of the present system are motivated almost entirely 
by ethical considerations while others base their position on the 
factual record of capitalism as they see it. These latter call 
attention to the inequality of economic opportunity which is a 
result of the present distribution of wealth and income, the 
appalling wastes caused by business cycles, the lower standards 
of living and the social losses incurred by many families owing to 
the private receipt of profits and the personal use of property, 
and the unfortunate emphasis placed by the present economic 
system upon scarcity instead of plenty. The purpose of this 
chapter is to review the economic system as it operates today 
and to survey the leading proposals for the reform of the system. 

I. THE BASIS AND OPERATION OF CAPITALISM 

The Foundations of Capitalism. — The foundations of capitalism 
are to be found in the institutions of private property and freedom 
of contract, and in the legal structure and public acceptance 
which give these institutions life and meaning. Both institutions 
are essential to capitalism as we know it today; if either one 

651 
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were greatly modified, production and consumption still might 
continue, but under conditions so different from the present that 
thp economic system no longer would be recognizable as one of 
capitalism. It is well to remember in this connection that these 
institutions are not fixed, permanent, and immutable. Rather, 
they undergo continuous change from year to year: the freedom 
of contract of employer with employee no longer is the same as 
it was in 1932 nor is the right of private property in gold coin 
today identical with that which existed in the 1920’s. Capitalism 
is not only a changing system but it also is a relatively new system 
in the world’s history. The characteristics of a primitive stage 
of capitalism can be found in Greek civilization, but some of 
those associated with the advanced stages of capitalism are not 
older than the federal government of the United States. Con- 
servatives emphasize this fact when they oppose changes in the 
system on the ground that capitalism is so new it has not yet had 
a fair trial and thus should have a further lea.se on life of several 
centuries so men can see what it really can accomplish. 

Private Property. — The right of private property seems per- 
fectly natural and inevitable to most persons. They see nothing 
strange in the fact that the owner of property not only may use 
and dispose of his property as he wishes (with certain legal 
limitations) but also may exclude others from using it whether 
he actually uses it himself or not. This right, however, is man- 
made and may be modified or abolished by men when they choose 
to do so. 

The origin of private property is unknown since it is shrouded 
in the antiquity of man. One explanation suggested in the 
effort to illuminate the growth of this institution may be called 
the labor theory: in the absence of an agreement to the contrary, 
what a man makes with his own hands is his own property. 
Men somehow feel that it is only “right” and “fair” that the 
product of a man’s efforts should belong to him. Hence orna- 
ments, weapons, and tools undoubtedly represented the earliest 
forms of pri^’^ate property and preceded the private ownership of 
land, which first was the property of the family or tribe and only 
after a long interval became the property of the individual. 
When it came to explaining private property in undeveloped 
land and natural resources, however, the labor theory proved to 
be deficient because these types of property were acquired rather 
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than produced by man. The appropriation theory, which suggests 
that private property results from prior occupancy or from force- 
ful acquisition, was thought by many, to be a more plausible 
explanation. These two theories together may serve to explain 
the origin of the institution of private property, but they do not 
justify its continuation. For this purpose a third theory is 
necessary, namely, the theory of social utility. According to this 
theory, private property rights continue to exist and may be 
justified only on the ground that private property socially has 
proved to be the best method of utilizing natural resources in 
the production of wealth. Thus if public property in some field 
proves to be more useful than private property, this theory would 
justify the further limitation of the institution of private prop- 
erty in the same way that it would support the continuation of 
the institution where it would seem to produce the best results. 

The right of bequest or inheritance of property, it should be 
noted, is not an essential part of the right of private property 
but instead is an important corollary of it. Society might 
abolish the right of inheritance without destroying the right of 
private property, although the two rights arc very closely related 
and can be justified only on the same grounds. 

Freedom of Contract. — A fundamental aspect of the right of 
private property is the right to make contracts with other per- 
sons for the use or disposal of the property. Freedom of con- 
tract not only makes private property effective, but also permits 
individuals to assume the performance of obligations involving 
personal services. The interdependence necessitated by the 
minute division of labor characteristic of our economic system 
requires the performance of many contracts of all sorts. The 
lease of plant or equipment, the regular delivery of raw materials 
at stated prices, the purchase of electrical energy, the hire of 
workmen, the provision of working capital at a given interest rate 
by a commercial bank, the protection offered by insurance, the 
transportation of the finished product, and its sale to consumers 
are but a few of the daily transactions which involve contractual 
relationships. Production as we know it today would be impos- 
sible without the rights and obligations involved in contracts, 
although this aspect of capitalism also is relatively new. Not so 
long ago, for instance, rights and obligations were based upon 
status — ^slavery and serfdom — ^instead of upon contract. 
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The Place of Government in Capitalism. — The instituiaons of 
private property and freedom of contract require the presence of 
a disinterested, authoritative third party. Some agency must 
draw up the laws which represent the public will in respect to 
these institutions and must enforce that will impartially. This 
agency is government. In the absence of government the 
“rights” of private property and of freedom of contract would 
not be rights at all. The strong would coerce the weak; prop- 
erty would be insecure; and the enforcement of contracts would 
depend upon “might makes right.” The essential place of 
government in capitalism, therefore, is to guard and to enforce 
the rights which are basic to free enterprise. To the extent that 
all persons are not equal before the law — as they are not in 
fact, for economic and other reasons — the cornerstone of capi- 
talism is weakened and ruthless acquisitiveness for personal gain 
is encouraged. 

Collective Action in Capitalism. — One of the significant aspects 
of the modern industrial world, as has been pointed out repeat- 
edly, is the far-flung cooperation by means of which men produce 
the goods and services which they desire. This cooperation has 
grown apace with technological progrevss, for technological meth- 
ods by their very nature involve collective action. There are 
two general kinds of collective action. The first is typified by 
the collective activities within a given plant, whereby men, 
machines, and materials are combined in the best factoral propor- 
tion. The second type of collective action is social rather than 
individual in nature; it involves the whole nation — or even the 
entire world — and not any one plant alone. Collectivism here 
involves the combined action of all producers to supply consumers 
with the quantities and qualities of goods they desire at prices low 
enough to permit full utilization of the nation's productive 
facilities. It is here that capitalism makes its unique contribu- 
tion to the economic problem. This extraordinarily complex task 
of coordinating the activities of all producers is left by capitalism 
to the producers themselves, just as if each workman in a plant 
were allowed to decide for himself what he should do and how 
he should do it. Let us summarize this automatic regulation 
of production under capitalism. 

The Operation of Capitalism. — The capitalistic system is essen- 
tially a market economy. Since its operation is not under the 
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directioii of any central authority, its sole orgafiization consists 
in the exchanges undertaken by individuals or corporations that 
are made dependent upon each other by the division of labor. 
Individuals and companies control the means of production — the 
labor, capital, and land that are in their private possession — and 
seek to maximize individual incomes through market exchanges. 
The direction of production is determined by prices: by the prices 
of the means of production, which are costs, and by the prices of 
the products. All these prices are established by the free inter- 
play of the forces of supply and demand. Thus if prices exceed 
costs a profit is to be obtained and production may be expanded; if 
not, a loss is to be expected and production tends to be restricted. 

The key mechanism in capitalism, therefore, is that of price 
determination. This process of pricing depends upon the cir- 
cumstance that, in a system where there is division of labor with- 
out central control, all the individuals are forced to exchange 
commodities and services with one another and at the same time 
presumably are concerned to get as much as they can for them- 
selves out of the exchanges. Acquisitiveness and competition 
together lead to the establishment of the highest price at which 
the total supply will be taken off the market. All prices, how- 
ever, are connected with one another. The demand for con- 
sumption goods is determined in part by income levels, which 
in their turn are the result of the prices paid for the factors of 
production, which again are related to the prices of the consump- 
tion goods that they produce. 

Since the factors of production usually can be employed in 
many different ways, and since their owners seek the highest 
price obtainable, the factors tend to be utilized in those channels 
where they command the highest returns, and the goods produced 
are those which yield the greatest profits. In the absence of 
new inventions, the forces of supply and demand tend to bring the 
economy to a state of equilibrium in which further changes are 
neutralized because owners’ incomes already are maximized. If 
inventions and discoveries continue to appear, economic read- 
justments constantly must be made. In either case it is the 
ability to pay, and not the need, for the goods which governs the 
direction of activity. There is no assurance that the methods of 
production which are best technically or socially will be utilized, 
for they may not be economically best for the individual enteiv 
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prisers. There is no assurance that the most pressing needs of 
the population will be filled before the less urgent ones, par- 
ticularly if incomes are distributed unequally. There is no 
assurance, especially if competition is imperfect, that the thou- 
sands of independent producers will happen continuously to turn 
out the right quantities of the right qualities of commodities 
desired by consumers nor that the proper amount of fimds to 
purchase these goods will be in consumers' hands at the right 
time. Economically speaking, capitalism is somewhat akin to 
“blindman’s buff” when all the contestants are blindfolded. 

Advantages of Capitalism. — Proponents of capitalism point out 
several advantages of this system. Most convincing is the fact 
that the system actually works. In the relatively brief period 
of its existence capitalism has led to an extraordinary increase 
in the quantity and diversification of the goods available for man- 
kind. Standards of living are far higher and the pleasures of life 
are said to be infinitely greater than ever before in the world’s 
history. The dependence of man upon the direct bounties of 
nature and the amount of physical effort required to maintain 
life have been reduced materially. 

The automatic nature of the system is cited as a second advan- 
tage of capitalism. Thus, it is said, the correct quantities of 
goods of all kinds appear upon the market from day to day, 
yet no person or group is required to plan the tremendous variety 
of details involved. Indeed, some supporters of capitalism deny 
that men have the knowledge or ability to plan or to operate a 
system on a scale such as ours and assert that automatic opera- 
tion is highly desirable because it reduces to a minimum the 
danger of errors from human fallibility in the same way that 
thermostatic control gives a more even temperature than manual 
control. 

Capitalism is said also to provide a more intangible advantage 
over other systems, namely, the personal freedom of the indi- 
vidual. In a laissez faire economy each man is free, within wide 
limits, to do as he wishes with his labor and his property. He 
is not subject to arbitrary or onerous restrictions by planning 
commissions or dictators. Capitalism therefore is declared to 
be particularly “ American ” because it is based upon that freedom 
of life, liberty, and the pursuit of happiness asserted as a right 
in the Declaration of Independence. Thus personal freedom, 
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automatic operation, and the test of time compose the three 
outstanding arguments in favor of the present economic system. 

Weaknesses of Capitalism. — Critics of the present economic 
system cite a number of weaknesses to which they claim capitalism 
inevitably is subject. The profit motive itself often is declared 
to be a fundamental weakness. Production for personal gain 
instead of for social welfare results first of all in an overemphasis 
upon ability to pay. The wealthy individual can secure almost 
any commodity he desires while the mass of the population, who 
have small incomes, find their choice of goods very narrowly 
restricted because of the necessity to maintain life. In the 
second place, the profit motive frequently leads to the curtailment 
of production instead of to its expansion. If enhanced profits 
will result from the restriction of supply, businessmen often find 
ways to curtail the effects of competition in the attempt to secure 
a monopoly price. In the third place, the profit motive does 
not lead to the improvement of quality unless buyers are well 
informed and insist upon obtaining their money’s worth. Thus 
critics assert that no economic system is socially justifiable so 
long as its motivating force fails to guide activity in the direction 
of social welfare instead of in that of personal gain. 

A second criticism of capitalism is leveled at the inefficiencies 
inherent in any planless system. Just the right quantity of 
goods almost never appears on the market at the right time; 
witness the recurring cycles of prosperity and depression. We 
do not use our production facilities in the best manner that could 
be devised; we %il to conserve our natural resources; our mar- 
keting system is woefully inefficient ; and our utilization of man- 
power would not be tolerated for a moment by any self-respecting 
slave owner — such an individual would employ and care for his 
slaves in ways far superior to those of industry in general. 
Waste is an outstanding characteristic of capitalism. 

A third criticism declares that capitalism overemphasizes prop- 
erty rights at the expense of personal rights. The fundamental 
rights set forth in the Declaration of Independence have been 
subordinated to the secondary rights established by the Con- 
stitution. Most men desire a considerable degree of security, 
whereas the capitalistic system makes only a limited effort to 
meet this need for the great mass of people, who own little or no 
property. In the absence of social security measures, capitalists 
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are under no direct obligation to care for their workmen when the 
daily wage contract has been completed. Property rights seem 
to take precedence over personal rights. A corollary of this 
overemphasis upon property is the highly unequal distribution 
of wealth and income which results from, and is perpetuated by, 
property rights. The great majority of people under capitalism 
probably have little chance to rise much above the level of sub- 
sistence unless incomes can be redistributed or output can be 
considerably increased. 

WeaUh and Income Distribution . — ^The unequal distribution of 
wealth and income in our capitalistic system may be indicated 
briefly by the following facts. The distribution of wealth has 
been estimated, on the basis of 1928 federal estate taxes, to be so 
unequal that about 16 percent of the value of estates was cen- 
tralized in the hands of one-half of 1 percent of the owners, 
while 15 percent of the value was distributed among 51 percent 
of the owners.^ In terms of income, 75 families at the top of 
the income scale in the United States together are said to receive 
more income than 1,200,000 families at the bottom of the scale, 
and 1 percent of the families have as much income as do 40 per- 
cent of the families.® About 28 percent of all families continually 
face starvation and 38 percent constantly fight against poverty, 
while only about 7 percent of the families can afford luxuries or 
can accumulate fortunes. 

The size of incomes is related closely to their sources. Thus 
incomes under $5,000 a year in 1929 came primarily from wage 
and salary payments (57 percent), and from proprietorship earn- 
ings (16 percent). Incomes over 1 million dollars, on the other 
hand, were obtained chiefly from profits from the sale of prop- 
erty (50 percent), such as stocks, and from dividends (36 per- 
cent).® It is interesting to note, finally, that income tax returns 
indicate as many women millionaires as men, and show the 
payment of income taxes by women on almost as much gross 
income as the amount paid by men. 

Personal Attitudes toward Capitalism. — All persons may be 
classified roughly into one of three groups upon the basis of 

* “Statistical Abstract of the United States,” 1930, p. 21. 

* Press release August 19, 1938, on a study of family incomes in depression 
by the United States Bureau of Labor Statistics. 

* “Statistical Abstract of the United States, 1930,” p. 204. 
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their ttttitud«3 toward the capitalistic system. ' The coiftserm- 
tive is a nigged individualist" who emphasizes the advantages 
of capitalism and belittles its weaknesses. He prefers a laissez 
faire economy, which will not restrict his property rights or his 
receipt of a large income. He believes in competition as an 
automatic regulator of economic activity, although he often 
expects others to be subject to competition while he himself 
enjoys certain special privileges of a monopolistic nature. Such 
a conservative may long for the ‘^good old days" when govern- 
ment remained aloof from business, yet he may be an ardent sup- 
porter of protective tariffs and may demand all sorts of services 
from government bureaus in Washington. In spite of these 
inconsistencies, however, the conservative in general is a sup- 
porter of free capitalism and opposes government regulation of 
business. 

The liberal takes a “middle of the road" position. He recog- 
nizes both the good and the bad aspiects of the capitalistic sys- 
tem. While he would not defend the inequities of capitalism, 
he believes this system is the best one available and feels that 
it can be modified so as to produce the results that most men 
desire. The modification is to come largely as a result of govern- 
ment regulation of those aspects of capitalism which function 
in the least satisfactory manner. 

The radical occupies a place diametrically opposite to that of 
the conservative. The radical sees only the weaknesses of 
capitalism and is so strongly impressed by its inefficiencies and 
lack of justice that he wishes to abolish this system altogether 
and to substitute some other system in its place. While radicals 
agree upon the pressing necessity for change, they show little 
unanimity of opinion as to the substitution which should be 
effected. Let us examine in more detail the solutions proposed 
by liberals and radicals. 

Government Regulation of Capitalism. — Capitalism as we find 
it in the world today is not free, but is subject to regulation by 
various government agencies. This regulation represent an 
attempt to overcome some of the more glaring weaknesses of the 
automatic system. Labor legislation seeks to correct the 
inequalities in the bargaining positions of employer and employee; 
public utility regulation is aimed at consumer protection from 
monopoly rates and practices; “blue-sky" laws and control of the 
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security and commodity exchanges attempt to abolish the more 
undesirable practices of unscrupulous profit seekers; and banking 
regulations try to guard the interests of depositors as well as to 
obtain social benefits from a banking system organized along 
individualistic lines. 

The underlying philosophy of the New Deal legislation is 
part and parcel of the liberaFs attitude toward regulation as a 
means of correcting the weaknesses of capitalism. The program 
of action based upon this philosophy is composed of two parts: 
The government should oblige each factor in industry to coop- 
erate with the others and with the government in the peaceful 
settlement of industrial disputes of all kinds without resort to 
the arbitrary use of economic or physical power, and the govern- 
ment should give positive aid to the various factors in industry 
to assure social as well as personal benefits from economic activ- 
ity. By analogy, governments have built highways, have licensed 
operators of motor vehicles and limited speed and mode of opera- 
tion by law, have established traflic lights and one-way roads, and 
in other ways have regulated the rights of individuals to use the 
highways. Despite all restrictions, however, individual control 
of when, where, and how to travel is retained. Indeed, the 
liberal would assert that motor travel could not be so free and 
convenient as it is unless these regulations were imposed, so 
that certain limitations of individual freedom result in greater 
freedom for everyone. 

Weakness of Regulation. — Two inherent weaknesses appear 
whenever a capitalistic economic system is subjected to govern- 
ment regulation. On one hand, the motivating force still is the 
search for personal profits. Thus there is every incentive to 
evade or to obstruct regulation if such action would yield a 
profit, as it does in many cases. Indeed, regulation under these 
conditions produces a clear incentive to bribery and corruption 
of legislators and commissioners, and it is remarkable that such 
a small percentage of public officials succumb to the temptation 
to accept “gifts" of this sort. The most important result of 
the retention of the profit motive in a regulated system is the 
mass of obstructions, legal or otherwise, placed in the way of 
adequate regulation by persons who want their affairs to be free 
from control. As long as regulatory laws and court interpretation 
of these laws and of the Constitution are in conflict — and there 
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is Httle reason to anticipate any marked change in this situation 
in the near future — ^regulation cannot be wholly effective, for 
some individuals are quite sure to obtain court assistance in 
blocking certain aspects of the regulative policy. 

Even in the absence of any objection to regulation, on the 
other hand, piecemeal regulation of capitalism cannot be entirely 
successful. Although the policy of control may be applied only 
to those aspects of capitalism which clearly are in need of govern- 
ment assistance, the regulation by its very nature interferes with 
the automatic adjustments of a system of free capitalism. If 
no interference occurs, the regulation is ineffective for it pro- 
duces no results; if interference does occur, its effects spread to 
other spheres of the economy, which in turn require regulation. 
Thus regulation cannot stop part way but must control the entire 
economy if it is to be effective. Such complete control, however, 
is opposed even by the very liberals who seek to improve capi- 
talism by partial regulation. The policy of regulation, therefore, 
does not appear to solve the problem of capitalism satisfactorily. 

n. FASCISM 

The fascist and nazi programs of Italy, Germany, and other 
countries are difficult to label. Although they are largely 
political in nature, they have developed certain economic char- 
acteristics in their attempts to improve upon free capitalism. 
It is thought by some that fascism is merely the final stage of 
capitalism; by others, that it is a type of collectivist system. 
The hybrid nature of fascism suggests the advisability of not 
identifying it too closely with either capitalistic or coUectivistic 
systems. ‘ 

The essence of fascism is the political creed of intense national- 
ism. The state is all and the individual nothing, according to 
this view. Capitalism is sound and is to be retained but waste 
and inefficiency must be eliminated. Thus the owners and 
managers of capital are subjected to strict government control, 
and it is quite possible to view fascism as the logical outcome of 
any thoroughgoing policy of government regulation. Business 
must be conducted so as to benefit the state first of all; otherwise 
the state may apply whatever remedial measures are considered 
to be nece.ssary. Thus in Italy industry, agriculture, trade, and 

‘ Cf. Chap. II. 
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finance are organized into corporations or syndicates, each of 
which is controlled by a council that represents employers, 
employees, consumers, and the Fascist party. The councils make 
regulations which are binding upon all in the effort to control 
production so as to make the state strong and self-sufficient. 
Peaceful settlement of all industrial disputes is enforced, and 
freedom, as democracies understand the term, is greatly restricted. 

It is possible that this policy of strict control, if it will work 
at all, can be effective only under a dictatorship, where political 
freedom is abolished simultaneously with economic freedom. 
Thus many persons are strongly opposed to fascism on political 
grounds. From the economic viewpoint, fascism is subject to 
some of the weaknesses of socialism as well as of capitalism. 
The difficult problem of planning and coordinating production is 
not mitigated by the fact that property is privately owned and 
that owners still will obstruct regulation if they can do so. The 
industrial system, furthermore, may be subjected to strains 
under fascism which are even greater than those under capitalism, 
for dictatorships live by military exploits. Such events are 
costly and may be so wasteful as to overbalance any gains from 
the elimination of some of capitalism’s wastes and inefficiencies. 

m. COLLECTIVIST SYSTEMS 

Types of Collectivist Economic System. — The discussion of 
the various types of economic system presented in Chap. II 
indicated that the distinguishing characteristic of collectivism 
is to be found in the marked limitations which are placed upon 
private property rights. Collectivists agree that personal gain 
from the ownership of capital and the use of property in produc- 
tion should be prohibited. The extent to which property rights 
should be altered, and the method of alteration to be used, how- 
ever, vary widely according to the reform plans proposed. Thus 
staie socialists or state capitalists wish the central government to 
own and operate the industrial equipment of the nation. This 
is collectivism — common ownemhip — ^through the political state. 
Syndicalists and guild socialists, on the other hand, desire collec- 
tive ownership and operation of the various industries by the 
workers directly engaged therein. Thus the principle of trade 
unionism would be greatly extended so that the workers become 
the owners, not individually, but only collectively through their 
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union organizations. Communists comprise a third group which, 
dissatisfied with the halfway measures of the socialists, demand 
collective control of consumption in addition to common owner- 
ship of the means of production. The communist ideal might be 
phrased thus: “From each person according to his ability; to 
each according to his need.” Utopian and Christian socialists 
essentially are communistic, since they believe in the common 
ownership of consumption goods. Utopians are idealistic social 
reformers who have been largely influenced by the ideas developed 
at the time of the French Revolution and believe in the perfect- 
ability of human nature. Christian socialists believe that 
the brotherhood of man can be attained only in a collectivist 
society; the program of this group is based chiefly upon religious 
conviction. 

Some proponents of collectivism are evolutionary, and are 
typified by the opportunistic point of view of the Fabian social- 
ists of England, while others, who feel that the necessary and 
fundamental changes never can be obtained satisfactorily in any 
other way, are revolutionary. The former type, represented by 
the leaders of the British Labour Party for example, stands for a 
gradual extension of the powers of the government or of trade 
unions until all ‘industrial equipment in the nation is divorced 
from private control for personal gain. The revolutionary group, 
represented by extreme communist parties, feels that such a slow 
process is either undesirable or impossible and therefore stands 
for a sudden change to a new system, by force if necessary. 
Both groups in developing their philosophy have borrowed 
extensively from the teachings of Karl Marx, the “father of 
scientific socialism.” 

Marxian Socialism. — Although Karl Marx published his 
famous treatise “Das Kapital” in 1867, it still is the leading 
source from which the great mass of socialists draw their eco- 
nomic philosophy. One of the ideas most closely associated 
with the name of Marx is the economic interpretation of history. 
According to the great socialist, all social changes in history 
have had their ultimate causes in the modes of production and 
exchange of goods characteristic of the time. Thus economic 
factors are said to dominate practically all history and so to 
determine most of the social organization, classes, and class 
interests which we find about us. This analysis leads to the 
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ooncluaon that a proper modification of the economic factors 
will result in a new social structure which will be more equitable 
in its treatment of the mass of mankind. Hence socialistic 
change, even if it must be obtained by revolutionary means, is 
declared to be in the public interest. 

like other socialists, Karl Marx built his philosophy upon a 
theory of “surplus-value.” He distinguished use-value from 
exchange-value and thought that labor produced all value, for 
without labor there would be no production. Capital he regarded 
merely as stolen labor; it was wealth used in the capitalistic 
system to exploit labor. The value of a commodity, he said, 
depends upon the “socially necessary” labor time required to 
produce it. The employee in return for his labor must be given 
at least a subsistence wage, but owing to the preferred position 
given by property rights and the tendency of the population to 
increase and so provide additional workers, more need not be 
paid. Marx assumed that perhaps half a day’s work would 
suflSce to produce subsistence for the workman and his family 
but declared the capitalist required a full day’s labor in return 
for the right to work. Thus half the product of the work is 
paid as wages, but half remains in the hands of the capitalist as 
a surplus which Marx calls profits. Therefore the laborer has 
been exploited or robbed of half the product of his labor. 

The conclusion of “ Das Kapital ” was that competition between 
capitalists would force the losers into the exploited ranks of 
labor and would strengthen still more the few successful employ- 
ers. Eventually but two classes would remain: A very large 
class of workers existing at bare subsistence, and a very small 
class of capitalists living at ease upon the surplus-value which 
they wrung by exploitation from the great mass of mankind. 
Sooner or later the majority would rebel against this intolerable 
situation, A class revolution would dispossess the capitalists, and 
collective ownership of the means of production would be insti- 
tuted so that exploitation would disappear. In time, the state 
itself, which Marxian theory regards as the instrument of class 
oppression, would wither away in a classless society. 

Improved Status of Labor. — ^The first two of these points in 
Marxian theory may be attacked in terms of premises and logic, 
but the third is subject to some degree of statistical analysis. 
Let us confine our attention to this point. According to 
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Mandan docttine, labor could not anticipate any real improve- 
ment in living standards or any significant share in industrial 
advancement so long as the capitalistic system remained in 
power. Gains of any sort would be retained by the capitalists 
while employees were held down to the level of bare subsistence. 
This situation has not been true in fact.^ The national income 
has increased more rapidly than the total population because ai 
increased productivity. Labor's share in this income has almost 
doubled in the last 80 years; the per capita income has increased 
over 600 percent; and real wages are about four times as laig^ 
as at the beginning of this period- Thus we may conclude that 
one of the basic premises of Marxian revolutionary socialism 
is not consistent with the facts as we find them today. While 
this criticism may throw doubt upon the inevitability of the 
social revolution as Marx saw it, the vital significance of his work 
and the essential need for an understanding of the economics of 
collectivism are not lessened by these facts. 

The Russian Experiment — Russia offers the only example of 
a large-scale collectivist economic system. Since the Revolution 
of 1917, the U. S. S. R. has been operating under various modi- 
fications of socialism. The “planned" economy, which oppor- 
tunistically has been changed from time to time, has borrowed 
from the experience and achievements of the United States. 
According to the general plan, Russian industrial production, 
starting at one-twentieth of the American level, was to increase 
in 15 years to four-fifths of the American output. Fixed capital 
was to increase by 50 billion dollars, an amount sixteen times 
Russia's original capital. The productivity of labor was sched- 
uled to increase eight times and real wages four times. The 
standard of living of the Soviet worker was to reach the American 
level. All farming was to be carried on by the state farms or on 
collective farms so that no independent farmers would remain. 

Sharp differences of opinion exisi concerning the degree of suc- 
cess enjoyed by the Russian system. This much at least may 
be said: Like capitalism, it actually works. The standard of 
living of the ts^pical Russian workman is probably higher than 
ever before, individuals apparently enjoy more economic security, 
and many of the cultural aspects of life have been made available 


» C/. Chap. XVII. 
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to the common people. In the mere 20 years of its life, however, 
Russian socialism W evidenced weaknesses and mistakes that 
make it impossible as yet to venture any final answer on the 
basis of this experiment as to whether collectivism or capitalism 
ultimately is to be preferred. Since some of the more serious 
problems involved in collectivism have been emphasized by the 
Russian example, they merit a more painstaking discussion. 

Basic Problems of Collectivism. — Several problems require 
special analysis when a collectivist economic system is under con- 
sideration. Among these may be mentioned the necessity of 
money, the control of consumption, the place of interest and 
rent payments, the fulfillment of production plans, and the need 
for the profit motive. Each of these points will be examined in 
turn. 

Necessity of Money . — Many advocates of collectivism assert 
as one of its supposed advantages the claim that money would be 
unnecessary so that the whole financial structure, which gives 
rise to so many troublesome problems in capitalism, could be 
dispensed with entirely. A moment’s consideration will show, 
however, that collectivism cannot operate without some form of 
money. It is only under the simplest conditions that an economy 
can escape monetary calculations. Within the narrow confines of 
the family, it is true, a communistic system may exist without 
the use of money as a calculating device. The significance of 
changes in the processes of production in the self-suflicient house- 
hold of the frontier may be determined with sufficient accuracy 
without the aid of money as a common denominator. The 
various activities of the members of the family, and the disposi- 
tion to be made of the products of their toil, can be arranged by 
the head of the family without recourse to prices. In such a 
case relatively little capital is used and efforts are expended 
primarily for consumption goods. 

In the incomparably more involved circumstances of a national 
economy using large amounts of capital in roundabout produc- 
tion, however, the human mind cannot orient itself properly 
among the bewildering array of intermediate products and 
potentialities of production unless it may utilize the common 
denominator of prices and costs provided by some form of money. 
Planning and management on a large scale clearly are impossible 
in any kind of an economy which lacks this essential tool. 
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Mon^ory Mamgement . — In a collectivist economy there is 
danger of currency mismanagement, possibly to a greater extent 
than in a capitalistic system. Collectivism is subject at least to 
the same incentive to cover costs and, like capitaUsm, may 
attempt to do so on a national scale by inflation. Russia, France, 
and the United States all have tried to meet the problem in the 
same way. The discussion in Chap. IX indicated the serious 
effects that may result from a fluctuating medium of exchange. 
When the unit of account is of such national importance as would 
be true in a planned economy, monetary management must ^ 
unusually alert to preserve a stable unit of value. Since coUecc 
tivism also is likely to use a completely managed currency sys- 
tem instead of an automatic or a semi-automatic money standard, 
the money system necessarily must be a planned one and so 
culties may be introduced which need not be present in capitalism. 

Control of Consumption . — Collectivists sometimes declare that 
all consumers should be treated alike, even if ration cards are 
necessary, and insist that commodity prices would disappear 
under collectivism because each person would receive the same 
allotment of goods. The facts appear to be otherwise. The 
capitalist who has manufactured consumption goods and thus 
becomes their owner has the choice of consuming them himself 
or of having them consumed by others at a price. Where the 
community becomes the owner of the consumption goods because 
of collective production, however, this choice no longer exists. 
The community itself cannot consume; this act can be only a 
personal and individual one. The individual alone knows what 
are his wants; he alone is able to choose the goods which he 
desires from the innumerable alternatives available in the mar- 
kets of today. Consumption imposed from above cannot ful- 
fill the economic principle of equality of marginal utilities, and 
private exchanges of commodities would occur between persons 
who were not satisfied with the imposed regimen. Thus value 
determinations and exchange prices would exist, and consumption 
might be unequal in spite of all that state authority could do. 
It is for this reason that some economists declare communism to 
be economically unsound. Since the purpose of collectivist 
action is to improve the satisfaction of wants, imposed equality 
of consumption under a communist system almost certainly would 
fail to provide the best solution to the problem of consumption. 
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Ifiierest and Rent Payments . — ^It sometimes is said that in col- 
lectivism interest, rent, and profits would disappear so that only 
the sole distributive share of wages would remain. Something 
of this position may be deduced from the preceding discussion 
of Marxian doctrine. A reason for this attitude is that collec- 
tivists largely have been engaged in preaching the doctrine and 
necessity of change and have neglected to analyze carefully the 
operation of the systems with which they propose to replace 
capitalism. If collectivism is to operate efficiently, it must 
produce the maximum of satisfactions, at the minimum of cost, 
but cost does not involve labor alone. Capital must be accumu- 
lated and used economically in collectivism as in capitalism, and 
the economy of use can be determined only if the alternate costs 
of different uses of capital can be compared. To make this 
necessary comparison it is essential that interest — which measures 
the cost of capital — be computed for each enterprise. Although 
the interest charge may be paid back to the public as a whole 
and not to any individual, interest as a bookkeeping entry in the 
determination of costs and so of production plans is essential to 
the economical operation of any industrial system. 

A collectivist system may be expected to expand its industrial 
operations when possible, in order to provide more commodities 
and so raise the standard of living. This expansion wiU require 
additional capital facilities. They may be obtained by taxation 
or by the use of an interest charge on existing capital. Since the 
latter method permits the computation of costs as well as the 
accumulation of new capital funds, it is the one which collec- 
tivism is most likely to use. 

Rent calculations, although mere bookkeeping entries, also 
are necessary in a collectivist economy if land is to be utilized 
in an economical manner. Whenever a plot of land may be used 
in more than one way, the determination of the use to which it 
shall be put must rest upon the opportunity costs of the alternate 
uses. The use most productive of social gain is the one which 
yields the highest economic rent from the social viewpoint. 
Thus rent charges also are essential in a planned economy. 

FtUfillinent of Prodvetion Plans . — The experience of Russia fur- 
nishes an example of the pitfalls involved in attempts to plan 
production. In framing its general economic program of all- 
union development, the Gosplan (State Planning Commission) 
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dievr up & oompi^heumve plvn that chartec^ the course to be 
taken by the industrial development of the Union for a 15-year 
period. Into this scheme, which could be little more than a 
general outline devised to raise Russian production to the Amen- 
can level, it attempted to fit more detailed plans for shorter 
periods. This attempt called for the drawing up of an industrial 
budget that estimates the needs for the various kinds of products 
for the ensuing year or yearn, as well as the capacity of the cor- 
responding branches of industry, and that forecasts the output 
to be expected of each branch. Estimates also are made of the 
capital requirements, the number of workers to be employed, Ibe 
currency situation, the movement of foreign trade, and other 
phases of the economic process. 

The statistics included in the yearly and 6-year programs are 
referred to as corUrol figures. This phrase is significant, for the 
data are a guide to the administrative authorities in shaping 
their economic policies. Thus the control figures of the Supreme 
Economic Council have the effect of a general order that the 
trusts and syndicates concerned with actual production are 
expected to carry out. Other departments of the govemm^t 
in charge of railways, banking, and agriculture, for example, use 
the control figures in a rimilar way. 

Now suppose, as actually happened, that the control figures 
are accepted as minimum requirements but not as establishing 
maximum quotas. If the steel trust is expected to produce 
10 million tons next year, the railroads will attempt to budget 
the necessary transportation for this volume. However, if pro- 
duction actually is 12 million tons, it may be impossible to move 
the additional 20 percent of output which exceeds the control 
figures because the plan did not call for this larger amount. 
Control figures, in other words, must establish both minimum 
and maximum quotas if they are to allow planned production to 
operate smoothly, yet this point apparently was not grasped by 
the Russian technicians who were responsible for the outcome 
of the planning program. 

The Profit Motive in CoUedivim . — It is unlikely that profits 
and losses would disappear in collectivism, for in a dynamic, 
expanding economic system it would be an unusual occurrence 
in which income exactly balanced outgo. While it would be the 
state and not individuals that would receive the profits and meet 
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the losses, these items would continue under collectivism although 
probably to a less extensive degree than under capitalism. Thus 
it is the profit motive^ rather than profits in themselves, that is 
important in this connection. 

Can an economic system function without the motivation of 
the private receipt of profits? It is clear that some other motive 
might be substituted for the search for profits if a sufficiently 
strong motive could be discovered. Such a driving force is to 
be found in capitalism. Many men continue their business 
endeavors after they have compiled a life competence, not 
because they need more income but because they seek the recogni- 
tion of their fellow men and this recognition in our economic 
system is bestowed chiefly in terms of a man's ability to “make 
money." So long as a business does not operate “in the red," 
it is the recognition that is significant. If the largest income that 
any man could receive were $16,000 a year, men probably would 
strive just as hard to obtain that coveted top salary as they do 
today to become millionaires. Thus a collectivist system may 
utilize this desire for recognition in the form of a very much 
modified profit motive. The real problem is to relate the top 
income, whatever it may be, not to money gain but to social 
service. Thus Russia has had considerable success in encourag- 
ing higher personal efficiency by granting special privileges of 
various kinds to the most deserving workers. 

The profit motive after all affects only a very small percentage 
of the industrial population of the United States. Sometimes, 
on the other hand, the term's meaning is expanded so that it is 
applied to everyone who receives an income. Thus it is said 
that the laborer works hard because of the profit motive merely 
because his income varies to some degree with his productivity. 
Used in this broader sense, it seems to be quite true that men 
will not work hard without the profit motive. Russia found that 
equality of income led to slackness in production, and so intro- 
duced the most modem capitalistic piece rates and incentive 
wage plans. Therefore complete equality of income seems to 
be merely a utopian dream, but the inequalities necessary to 
encourage men to put forth their best efforts appear to be rela- 
tively slight, and the profit motive itself is not needed at all in 
order that production shall continue. 

Engineering and CoUectiviam. — One aspect of a collectivist 
economic system is of special rignificance for engineers. Col- 
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leotivism, as we have just seen, presupposes industrial planning 
on a natiion-wide scale. Production, marketing, finance, and 
income distribution plans must be drawn up to cover aU the 
activities of the economy so that waste will be reduced to a 
nunimum and productive effort will be directed so as to yield the 
maximum of satisfactions for the population as a whole. The 
preparation of the general plan for the nation, and of the detaUed 
plans for each industry and plant, requires elaborate technical 
knowledge which can be furnished best by engineers, just as the 
execution of the plans involves engineering techniques similar 
to those now utilized in production planning within a given 
factory. If engineers could devise national plans which would 
be followed, it might be possible to provide every family with a 
decent standard of living, practically to eliminate business cycles 
and economic insecurity, and to enrich the lives of the great 
mass of people through a shorter working week and more leisure 
activities. In the final analysis, the “human” factor probably 
will decide the issue. 

IV. ESSENTIAL ECONOMIC FUNCTIONS 

In all the welter of discussion and controversy about the type 
of economic system we have or should have, and what we may 
expect from its operation, it is desirable to remember that every 
type of economic system must perform certain essential functions. 
First, it must lead to the production of goods and services, for 
the failure to perform this function would strike out any possible 
justification for the existence of an economic system. In addi- 
tion, production not only must be sufficient to provide a subsis- 
tence standard for the membere of the system but also it should 
supply some degree of comforts and luxuries in addition to a bare 
living. Second, an economic system must determine which 
person shall perform a given job. The determination may be 
based upon competitive ability and training, upon custom, acci- 
dent, or chance, upon wealth and family infiuence, or upon 
political favoritism and party loyalty, to mention only a few 
possibilities, but the system must decide in some fashion which 
man is to do the pleasant, and which the unpleasant, work of the 
nation. 

Third, every economic system must distribute among the fac- 
tors of production, and among individuals, the national income 
which is produced. The division of the national income into 
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wages, interest, rent, and profits must be made upon some basis. 
When this division has b^n accomplished, the incomes of the 
individufd claimants within each of these divisions must be 
determined. Shall the incomes be equal or unequal? The sys- 
tem must provide an answer. If it is the latter, the system must 
determine the degree of inequality. Finally, every economic 
system must provide some motivating force powerful enough to 
overcome man’s love of leisure so that the nation’s work actually 
will be accomplished, although the answer to this problem depends 
in part upon the method of distributing individual incomes. It 
is not sufficient that an economic system merely perform these 
functions, however, for most men feel also that it should do so 
with fairness and justice as well as with efficiency. 

ProblemB 

177. “The government will sell bonds and with the money thus secured 
will buy the voting stock of the railroads, then the coal mines, the steel mills, 
automobile factories, tire plants, electric utilities, and so on, until the 
government controls all the means of production. Wage earners will still 
draw wages; bondholders will continue to receive interest — in fact, every- 
thing will be the same as before except that the government, instead of 
financiers, will control business — but wait, what is the government? The 
government is the people — ^the people will control the means of production.” 

a. Is this socialism? 

h. Would you favor this plan? Why, or why not? 

178. Some socialists contend that by using the taxing power of the state 
it would be possible (and preferable) to socialise ineorm instead of property. 
Do you agree? Why, or why not? 

179. Could there be an economic depression in a socialistic or communistic 
country? Why or why not? 

180. What speci&s steps would a socialist economic system take if it 
defdred to Increase its capital equipment at the expense of consumption? 

181. “In any type of economic system in which production is completely 
in the hands of the ruling authority, there necessarily must be an arbitrary 
use of dictatorial power. The real difference between regulated capitalism 
in a democracy and planned economy in a totalitarian state is individual 
freedom.” Do you i^ree? Why, or why not? Is the matter of security 
a factor in the issue? 
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Open-market operations, 152 
Op^-price associations, 310 
C^n shop, 460 
(^}en union, 460 
Optimum output, 239 
Organization, bank, 137 
Original cost, 329 
Outlets, machinery, 110 
retail, 113 

Output, maiginsl, of labor, 346 
maximum, 239 
nonproportional, 233 
best, 240 
law of, 239 
meaning of, 237 
population and, 264 
optimum, 239 
physical, 233 
constant, 234 
marginal, 235 

proportional, normal price and, 
290 

variable, 235 * 

stages of, 238 

Overcapitalization, corporate, 88 
effects of, 88, 334 
of public utilities, 544 
Overhead cost, 258 
unemployment an, 493 
Owners, corporate, 86 
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Paper money, development of, 126 
Par, of exchange, 185 
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Parity, of fotoiga exchange, 185 
of mo&^, 125 
Partdoipatifig stock, 86 
Fartonship, 82 
Patoits, effects of, 6 
Fensknu, old-^tge, 501 
Fezsocuri budgets, 217 
Feisonal property, 72 
Fersoasion, conviction and, 87 
Fkketing, 465 
Planned production, 33 
Russisn, 668 
Pool, cooperative, 108 
Population, age groups in, 230 
diminishing returns and, 264 
Preferred stock, 86 
Price, control under NIRA, 320 
demand and, 273 
determination of, summary of, 336 
differences of, basis of trade, 176 
as exchange value, 21 
fixing, coffee, 316 
in condenmation, 322 
economic problems in, 336 
insurance and, 313 
interest rates and, 314 
in taxation, 322 
guaranty of, 115 
and foreign exchange rates, 186 
market, 285 

measurement of, imit of, 40 
monopoly, with elastic demand, 
302 

unit cost and, 304 
with unitary elasticity, 302 
normal, 285 

{dace of, in ct^>italism, 555 
resale maintenance of, 116 
supply and, 272 
supply and demand, 276 
Priee fevel of, control devices for, 168 
Price limitatum, government, 314 
Price policy, 114 
Price rdatioiuhips, 284 
Price series, d^tkm of, 44 
Priee um te aton d i n g s , 207 
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compared, 300 

competitive, where found, 282 
consolidations and, 306 
convenient, 298 
customary, 298 
function of, 271 
how marked, 270 
interdependence of, 363 
lowest, 299 
odd, 299 

rent related to, 877 
secular trend of, 160 
effect of, 162 
stable, 298 

what traffic will bear, 300 
wholesale, 161 
Prime cost, 258 

Probability, applications of, 48 
certainty and, 49 
theory of, 47 
Producer, marginal, 281 
superior, 281 

Producers’ capital, defined, 24 
Producers' goods, advertising of, 1 1 1 
financing of, 112 
Production, factors of, 340 
guided by consumption, 218 
periodic, 266 
planned, Russian, 668 
scale of, marginal cost and, 264 
Productivity, engineers’ share in, 358 
of labor, in individual plant, 352 
marginal value of, 347 
of land, 376 
marginal, of labor, 347 
per worker, 357 

Productivity theory of interest, 368 
Profit, in collectivism, 569 
fixed cost and, 252 
and loss account, 92 
marginal cost and, 253 
maximum, 260 
constant output and, 254 
location of, 250 
proportional output and, 265 
moimpoly, 266 
net, 379 
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Profit, overfaead <io«t and, 268 
pure, 380 
a surplus, 381 
risk assumption and, 385 
utility v». monopoly, 325 
variable cost and, 252 
Profits, of big businsss, 101 
corporation, 381, 382 
Marxian, 504 

pure, in free competition, 387 
some causes of, 385 
tax on, 521 
the variable item, 381 
variations in, 383 
Progressive tax, 521 
Property, intangible, 72, 620 
labor and, 76 
liberty and, 78 
personal, 520 
private, origin of, 552 
real, 72, 520 

Supreme Court's definition of, 73 
types of, 72 
Proposition defined, 35 
Proprietorship, 81 
Proxy, voting, 87 
Prudent investment, 829 
I^aychology, collective, 47 
consumer, 212 
economics and, 211 
fatigue law of, 213 
individual, 46 
in labor disputes, 452 
Public credit, 514 
Public debt, 514 
effects of, 515 
Public expenditures, 511 
causes of, 512 
control of, 517 

Public interest industry, meaning of, 
535 

Public utility, holding company, pro 
and con, 543 
industries, 535 
meaning of, 535 

profit of, 08 . monopoly profit, 325 
rates of, 540, 541 
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Public utility, ro^ulu^on of, 540, 545 
by cbaxter, 536 
Granger laws, 537 
ineffectiveness of, 541 
legality of, 587 
valuation of, 327 
Public works, federal, 499 
Public yardstick, in rate control, 321 
Pure profit, 380 
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Quantity theory, 164 
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Radical, 559 

Railroads, consolidation of, 539 
status of, 539 
regulation of, 536 
valuation of, 538 
Rate, of exchange, 184 
limits to, 185 
and price levels, 186 
interest, and foreign exchange, 188 
value of service, 324 
public utility, 540, 641 
regulation of, government and, 
323 

Rate control, public yardsticks in, 
321 

Rate principles, cost of service, 324 
Real income, 163 
defined, 45 
Real property, 72 
Real wages, defined, 45 
trend of, 359 

Reciprocal trade agreements, 201 
Rediscount rate in credit control, 
152 

Rediscounting, 169 
Rediscountu^ procedure, 151 
Reflexes, consumers’, 212 
R^Iarisation of employment, 499 
R^ulation, of capitalism, 559 
weaknesses of, 560 
government, system defined, 30 
of holding companies, 548, 544 
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Relief, 483 

Relative index numbers, 41 
Rent, bargaining range for, 876 
in collectivism, 568 
in extractive industries, 378 
an interest charge, 377 
kinds of, 374 
related to prices, 377 
Reproduction cost, 328 
Resale price maintenance, 115 
Reserve of labor, 485 
Reserves, bank, how acquired, 151 
changes in, 169 
1^^ limits to, 143 
member bank, 150 
Residual fluctuations, 159 
Retail outlets, 113 
Revenue, federal, 523 
bcal, 525 
state, 525 
tariff and, 197 
Revolution, agricultural, 65 
commercial, 64 
financial, 64 
industrial, 64 
as a whole, 66 
mechanical, 65 

Rights, contract, salability of, 75 
defined, 71 , 
labor’s, 76 

Risk, elimination of, hedging and, 431 
insurance for, 420 
profits and, 385 
reducing, methods of, 419 
types of, 419 

Rochdale cooperative, 223 
Royalties as rents, 379 
Russia, planned production in, 568 
socialkm and, 565 
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Sale, batis of, 107 
Sampling, statistical, 53 


Scarcity, the economic problem, 21 
Science, social, 20 
methods of, 38 
Scientific method, 37 
Seasonal fluctuations, 159 
Seasonal production, 256 
Seasonal unemployment, 486 
Secular trend, 159 
Securities, corporate, 84 
Selling expense, 259 
Shopping goods, 113 
Short sale, 416 
Sickness insurance, 507 
Single series relative index, 41 
Sinking funds, interest and, 372 
Size defined, 260 
Smith, Adam, 68, 121 
Social insurance, 484 
Socialism, defined, 31 
Marxian, 563 
problems of, 566^. 

Russian, 565 
types of, 562 

Social scimce, economics as, 20 
method of, 38 
Sociology, 23, 47 
Specialist, stock, 414 
Specialty goods, 113 
Stabilization, employment, 498 
fund, 186 

establishment of, 132 
Standard, bimetallic, 128 
gold, 1^ 
exchange, 135 
export, 133 
requirements of, 127 
of living, bare, 227 
defined, 25 

money, problem of, 125 
qualities of, 125 
symmetallic, 129 
Static analysis, 39 
Static state, profits in, 387 
Statistics, general use of, 53 
some sources of, 57 
Steel Workers’ Orgaoising Com' 
mittee (8WOC), 460, 457, 460 
Sterilization of gold, 183 
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daMM A and B, 88 
oomimm, 88 
ottmiiiative, 86 
as aa mvestimaat, 400 
nshpta, 88 
par value of, 87 
participating, 85 
preferred, 85 
specdaUst, 4X4 
speculative nature of, 410 
types of, 85 
underwriting, 94 
watered, 88 
Stock dividends, 89 
Stock exchange, members of, 418 
.Stock security listing, 414 
Stock specialist, 414 
Stock ticker service, 416 
Stock transactions, 415 
margin purchase, 415 
short sale, 416 
Stockbrokers, types of, 418 
Stockholders, 83 
rights of, 85 
voting, 86 

Stores, kinds of, 113 
Strikes, 463 
Style, 224 

Superior produco', 281 
costs of, 282 

Supplementary cost, 258 
Supplies, marketing of, 108 
Supply, area of, 296 
of capital, 369 
change in, 277 
demand and, 276 
of exchange, 186 
of labor, 485 
Malthusianism and, 350 
meaning of, 271 
relation of, to price, 272 
Supply schedule, 271 
Surplus income, pure profit aa, 381 
Surtax, 521 
%IIogi8m, defined, 35 
Symmetallian, 129 
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underwriting, 166 
System, economic, types <ri, 88 
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Tariff, administrative featorra of, 
199 

arguments pro and con, 200 
principles of, 196 
protective, 197 
for revenue, 197 
Smoot*Hawl^, 196 
United States, 195 
Tariff protection tw. fitee trade, 199 
Tawney, K. E., 387 
Taxation, investment values and, 
627 

shifting and incidence of, 525 
Taxes, on ability to pay, 520 
automobile, 525 
balanced system of, 519 
burden of, distribution of, 519 
on capital gains, 522 
on corporate surplus, 89 
defined, 518 
on excess profits, 626 
fair, 523 
gasoline, 527 
height of, 528 
on houses, 527 
incidence of, 525 
income, 521 
on land, 527 
normal, 521 
on profits, 521 
progressive, 521 
on property, 525 
regressive, 523 
sales, 525 
shifting of, 525 
surtax, 521 
system of, fair, 519 
federal. 528 
local, 525 
state, 525 

on undistributed profits, SSSSi 
Taytor, Frederick W., 365 
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Thought, l&ws of, 36 
Time series, 159 
Total utility, 215 
Trade, foreign, balance of, 179 
banks and, 187 
barriers to, 194 
content of, 177 
M. domestic, 177 
future policy of, 203 
mechanism of, 182 
payment for, 181 
policy of, 193 

international, characteristics of, 
176 

Trade agreements, reciprocal, 201 
Trade association, 309 
Trade discount, 114 
Transportation, significance of, 8 
Trust certificate, 96 
Trust company, 96 
Trust formation, 96 
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Undercapitalization, 88 
Underv«duation-of-the-future theory 
of interest, 368 
Underwriting, 156 
Underwriting stock, 94 
Unemployment, causes of, 486 
compensation during, 494 
federtd provisions, 495 
labor exchanges and, 497 
merit rating and, 497 
state provisions, 496 
cyclical, 490 
effects of, 493 
migineers and, 491 
Unemployment Insurance (see Un- 
mnployment, compensation dur- 
ing) 

lands of, 486 
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puldie woriks and, 499 
r^larization and, 499 


Unemployment Insurance, seasonid, 
486 

stabilization and, 498 
technological, 486 
Union, A. F. of L., 454 
closed, 460 

collective bai^^aining and, 460 
company, 455 
Consumers', 222 
value of, 462 
craft, 464 
va. industrial, 456 
general, 465 
history of, 454 
industrial, 456 
development of, 457 
Knights of Labor, 466 
local, 464 
national, 454 

organization strategy, 462 
theory of, 459 
weapons of, 462 
boycott, 466 
picketing, 466 
strike, 463 
Union contract, 464 
Unit cost, 241 
Use- value, 211 
defined, 21 

Utility, balancing of, 216 
of complementary goods, 215 
defined, 20 
derived, 20, 341 
diminishing, 213 
demand and, 274 
rate of, 214 
increasing, 214 
marginal, 214 
of money, 214 
net, 216 
total, 215 

V 

Valorization of coffee, 816 
Valuation, analysis of court cases, 
329 

commodity, 21 
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Valu&tton, oonfumen’ intereat in, 
884 

deptnciatinn nod, 883 
engineen and, 881 
methods of, capitalised earnings, 
827 

oiig^nal cost, 329 
prudent investmoat, 329 
reproduction cost, 328 
security value, 328 
public utility, 827 
railroad, 538 
of real estate, 404 
Supreme Court and, 330 
Value, bond, 396 
capitalised, for investment, 396 
cash and loan, of insurance, 425 
defined, 21 
derived, 341, 863 
in exchange, 21, 211 
franchise, 74, 331 
going-concern, 331 
good will, 74, 331 
investment, 395 
of land, 405 
of a man, 424 
measure of, 40 
of money, 164 
standard of, 122 
store of, 40, 123 
surplus, 564 
taxation and, 527 
in use, 21, 211 
withboldal, 74 
Var>'ing-price policy, 114 


Veblen, Hiorstein, 235, 859 
Volition, eonaumer and, 318 
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Wage limits, 351 
p^uction maintenance, 357 
Wage and hour laws, 475 
weaknesses of, 477 
Wage plans, incentive, 355 
Wage variations, caxisea of, 354 
Wages, bargaining range for, 349 
lower limits to, 351 
money, defined, 46 
variations in, 854 
real, defined, 45 
trend of, ^9 

relation of, to value of product, 
853 

significance of, 346 
Waste, social, 26 
Watered stock, 88 
Wealth, defined, 24 
distribution of, 558 
Weber, Alfred, 261 
Weighted index numbers, 43 
Withboldal value, 74 
Workmen's compensation, 504 
accident prevention and, 507 
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Yardstick, public, in rate control, 
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Yellow-dog contract, 469 
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